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Preface 


Most  farm  businesses  are  owned,  managed  and  operated 
by  families.  This  adds  a  degree  of  continuity  and  stability 
to  the  operation,  since  most  will  be  owned  and  operated  for 
a  number  of  years  jointly  by  two  or  more  generations.  This 
common  ownership  and  operation  of  the  business  while 
having  many  benefits  increases  the  requirement  for  a 
sound  management  and  operating  plan.  Part  of  this 
planning  is  to  address  the  need  for  a  sound  business 
arrangement. 

This  publication  provides  the  reader  with  a  basic 
understanding  of  the  implications  of  a  partnership 
agreement.  Various  management  factors  are  presented 
which  need  to  be  consider  before  entering  a  partnership. 
Legal,  income  tax  and  financial  considerations  are  also 
presented  because  they  are  an  important  when  considering 
any  business  agreement. 

This  publication  was  written  with  the  advice  and  expertise 
of  Garry  Bradshaw,  Management  Specialist,  Merle  Good, 
Provincial  Tax  Specialist,  and  Paul  Gervais,  Farm 
Management  Specialist  from  Alberta  Agriculture,  Food 
and  Rural  Development.  Dr.  Glen  Mumey,  Head, 
Department  of  Finance  and  Management  Science  and  Dr. 
Len  Bauer,  Professor,  Rural  Economy  at  the  University  of 
Alberta  provided  valuable  insight  to  the  overall  direction  of 
the  publication. 
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Introduction 


As  a  business  grows,  develops  and  evolves,  the  operating 
arrangement  within  the  business  must  change  in  order  for 
the  business  to  remain  competitive  and  profitable.  This 
change  will  also  offer  growth  and  opportunity  to  those  who 
are  working  within  the  business. 

At  some  stage  in  the  life  of  the  business,  a  partnership 
form  of  business  arrangement  may  work  well.  This  does 
not  mean  every  farm  should  automatically  enter  into  a 
partnership.  However,  the  benefits  of  a  partnership  may 
address  issues  that  the  business  may  encounter  as  it  grows. 

There  are  several  issues  to  examine  before  establishing  a 
partnership.  Most  farm  families  have  heard  both  negative 
and  positive  comments  about  partnerships,  some  of  which 
are  true  and  some  not.  This  publication  examines  a 
number  of  issues  that  will  permit  farm  families  to  better 
understand  partnerships  before  they  discuss  forming  a 
partnership  with  their  legal,  financial  and  tax  specialists. 
Consult  the  contents  page  to  find  the  topics  of  particular 
interest  to  you. 

The  federal  Income  Tax  Act  does  not  define  a  partnership 
for  tax  purposes,  but  rather  relies  on  the  common  law  of 
Canada  and  the  provincial  Partnership  Act  of  Alberta  for 
its  definition.  In  Alberta,  the  Partnership  Act  defines  a 
partnership  as  "...  the  relationship  that  subsists  between 
persons  carrying  on  a  business  in  common  with  a  view  to 
profit." 

This  definition  covers  cases  where  two  or  more  individuals 
have  agreed  to  become  partners  as  well  as  any  situation 
where  the  parties  have  behaved  as  partners  even  though 
their  is  no  written  agreement.  If  parties  do  not  want  to  be 
treated  as  a  partnership  for  management,  legal  or  tax 
reasons,  it  is  important  that  they  not  operate  as  one. 

A  partnership  differs  substantially  from  a  sole  proprietor- 
ship or  corporation.  Unlike  a  sole  proprietorship,  a 
partnership  is  a  separate  entity,  distinct  from  the 
individual  partners.  In  this  respect,  a  partnership  is 
similar  to  a  corporation  because  the  owners  have  formed  a 
separate  common  business  entity  and  share  in  its  results. 
But  unlike  the  corporation,  each  partner  owns  a 
"partnership  interest"  rather  than  shares. 


From  a  tax  standpoint,  a  partnership  bears  some 
similarity  to  a  sole  proprietorship  because  income  is 
distributed  to  the  partners  and  taxed  in  the  hands  of  the 
partners. 

A  partnership  can  never  be  a  registered  owner  of  a  land 
title.  Land  may  remain  in  the  hands  of  the  individuals  or  it 
may  be  owned  by  the  partnership  even  though  it  will  be 
registered  in  the  names  of  the  individual(s)  at  land  titles. 
Other  assets  may  also  either  be  owned  by  the  individuals 
or  by  the  partnership. 

Ownership  -  The  individual  partners  will  each  hold  a 
partnership  interest,  which  represent  an  equity  position  in 
the  partnership.  They  may  also  lend  money  to  the 
partnership  which  represents  a  debt  position  in  the 
business. 

Control  -  The  business  is  controlled  by  the  people  with  the 
partnership  interests.  They  name  the  board  of  directors 
who  in  turn  determine  the  partnership's  management. 
This  allows  the  ownership  and  control  of  the  partnership 
to  be  separated  from  the  management.  Any  family  member 
may  own  a  partnership  interest  and  share  control  over  the 
business  but  not  be  involved  in  its  management. 

Management  -  The  management  is  put  in  place  by  the 
board  of  directors.  They  hire  the  general  manager  who's 
job  it  is  to  manage  the  partnership  business  in  the  best 
interest  of  the  owners.  If  the  business  is  not  operating  in 
the  owners'  best  interest,  the  board  of  directors  may 
replace  the  management;  or  the  board  of  directors  may  be 
replaced  by  the  owners. 


OWNERSHIP 
CONSIDERATIONS 


Before  any  business  arrangement  is  considered,  the 
family  must  determine  whether  the  business  is 
profitable,  whether  they  can  afford  to  proceed  and 
whether  everyone  wants  to  enter  into  a  multi-family 
arrangement.  It  is  best  not  to  take  any  of  the  answers 
to  these  questions  for  granted  and  examine  them 
carefully.  The  following  discussion  assumes  that  the 
business  is  profitable  and  the  family  can  afford  and 
wants  to  farm  together. 


Operating  under  a  partnership 


Farm  BUSI  N  ess  An  advantage  of  a  partnership  is  continuity.  A  partnership 
CONTI N  U ITY  interest  can  be  transferred  or  sold  from  one  owner  to 

another.  A  partnership,  while  not  having  a  perpetual 
existence  like  a  corporation,  can  exist  as  long  as  some  of 
the  partners  want  to  keep  it  operating  and  it  meets  the 
requirements  of  legislation.  However,  the  establishment  of 
a  partnership  by  itself  is  no  guarantee  that  a  farming 
business  will  continue  into  the  next  generation.  Continuity 
of  the  business  may  even  be  a  disadvantage  to  minority 
partners,  unless  steps  are  taken  to  safeguard  their 
interests. 


Family 

MEMBERS 

WORKING 

TOGETHER 


A  farm  partnership  does  not  relieve  owners,  managers  and 
operators  from  the  need  to  work  together  and  share 
common  goals  and  objectives.  The  interpersonal 
relationships  of  the  parties  involved  in  a  partnership  are 
important  if  the  farm  is  to  operate  harmoniously.  If  two  or 
more  people  cannot  get  along  or  work  together,  it  is 
unlikely  they  will  do  so  any  better  after  they  have  signed  a 
formal  agreement. 


Pooling  of         There  can  be  an  economic  advantage  to  the  pooling  of 
RESOURCES  labor,  capital  and  management  in  an  operation.  This  may 

be  particularly  true  when  a  family  with  limited  resources 
is  entering  the  business.  A  partnership  permits  resources 
to  be  pooled  and  may  result  in  increased  efficiency. 
Effective  management  will  be  required  to  make  the  best 
use  of  these  resources.  If  resources  such  as  labor  are  not 
effectively  used,  the  benefits  of  pooling  will  be  reduced, 
which  may  lead  to  problems. 


Operating 

specific 

enterprises 


A  partnership  can  be  formed  to  operate  one  or  more 
specific  enterprises.  While  a  joint  venture  project  is  often 
considered  for  this  purpose,  a  partnership  may  also  work. 
In  this  case  the  assets  of  the  enterprise  such  as  livestock, 
buildings  or  specialized  equipment  may  be  completely  or 
partially  transferred  into  the  partnership. 


Ownership  under  a  partnership 


Many  people  refer  to  the  issue  of  ownership  within  a 
multi-family  business  as  estate  planning.  No  matter  what 
it  is  called,  setting  up  a  proper  arrangement  for  the 
ownership  of  the  business  assets  is  one  of  the  major 
reasons  that  farm  families  examine  business 
arrangements. 

At  times,  transferring  all  of  the  assets  into  a  partnership 
and  then  dividing  the  partnership  interest  may  appear  to 
solve  several  problems.  However,  non-farming  partners 
may  not  want  to  own  an  interest  in  the  partnership  forever 
but  may  eventually  want  to  cash  in  their  portion.  It  is  very 
important  to  decide  what  the  non-farming  children  are  to 
have  before  the  partnership  is  set  up.  It  can  be  difficult 
and  costly  to  remove  assets  from  the  partnership  after  they 
have  been  transferred  into  it. 


Partnership        ownership  in  a  partnership  is  not  based  on  the  individual 

INTEREST  assets  of  the  partnership  but  rather  on  the  basis  of  a 

partnership  interest  or  a  percentage  of  the  total.  The 
partnership  interest  is  capital  property  similar  to 
corporate  shares  and  is  taxed  as  capital  property  at 
disposition. 

When  a  partnership  is  established,  each  partner's  interest 
is  documented  in  the  partnership  agreement.  In  most  farm 
partnerships,  each  partner's  interest  will  be  proportional 
to  their  capital  contributions.  If  one  party  contributes  60 
per  cent  of  the  assets  they  will  have  a  60  per  cent 
partnership  interest  and  the  other  partner,  contributing  40 
per  cent  of  the  assets,  will  have  a  40  per  cent  partnership 
interest. 

A  partner's  interest  may  be  sold,  gifted  or  willed,  in  whole 
or  in  part.  A  partner  with  a  60  per  cent  interest  can  sell  to 
someone  either  the  entire  60  per  cent  or  just  a  part  of  it. 
The  buyer  may  become  a  partner  if  it  is  agreed  by  all 
partners  or  permitted  in  the  partnership  agreement;  that 
is,  the  partnership  contract  states  that  a  person  buying  a 
partner's  interest  becomes  a  partner  themselves.  If  the 
newcomer  in  this  example  only  bought  a  30  per  cent 
interest  and  became  a  partner,  the  partnership  interests 
would  be  divided  40-30-30. 
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Because  assets  transferred  to  the  partnership  by  partners 
are  owned  by  the  partnership,  careful  thought  should  be 
given  to  which  assets  should  be  owned  by  the  individual 
partners  and  rented  to  the  partnership  and  which  ones 
should  be  transferred  to  the  partnership. 


Assets 
transferred 

TO  THE 
PARTNERSHIP 


Not  all  of  the  assets  that  a  family  has  decided  to  leave  in 
the  farming  business  should  necessarily  be  transferred  to 
the  partnership.  Some  assets  may  be  transferred  into  the 
partnership  and  others  left  in  the  hands  of  the  original 
owners.  There  may  be  reasons,  such  as  taxation,  for 
holding  assets  outside  of  the  partnership. 


Distributing 
ownership 

OF  THE 
PARTNERSHIP 


Before  a  family  discusses  who  should  own  the  partnership, 
they  must  be  certain  about  the  objectives  of  the 
partnership.  If  the  goal  of  a  partnership  is  to  generate 
income  and  provide  a  living  for  a  number  of  families,  the 
distribution  of  ownership  will  differ  from  a  partnership 
that  is  being  used  to  transfer  the  business  from  one 
generation  to  another. 

If  two  generations  are  involved,  the  parents  must  decide 
what  portion  of  the  partnership  they  will  retain  and  what 
portion  will  be  owned  by  children.  Both  parents  can  be 
owners. 

Parents  must  also  decide  whether  they  wish  to  continue  to 
participate  in  the  growth  of  the  business  or  whether  they 
have  sufficient  assets  and  would  like  to  see  part  or  all  of 
the  growth  go  to  the  children.  Unlike  a  corporate  structure 
in  which  the  value  of  an  owner's  share  is  fixed  through 
specific  types  of  shares,  in  a  partnership,  this  is  done  by 
indicating  what  is  desired  in  the  partnership  agreement. 

The  parents  must  determine  the  amount  of  control  over 
the  business  they  would  like  to  keep  and  the  amount  they 
would  like  to  transfer  to  their  children.  Control  is  usually 
transferred  over  time  rather  than  settling  for  the  extremes 
of  complete  transfer  or  none  at  all.  Possibly,  the  parents 
should  retain  most  of  the  control  if  the  children  are  just 
starting  out  and  then  as  the  children  mature,  control  can 
be  transferred  gradually. 
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Parents  who  feel  there  are  insufficient  assets  outside  of  the 
farm  to  be  left  to  the  non-farming  children  may  choose  to 
leave  or  give  non-farming  children  a  partnership  interest. 
It  must  be  understood  that  non-farming  partners  are 
owners  and  will  be  involved  in  hiring  the  management  in 
order  to  protect  their  investment  and  ensure  a  reasonable 
profit.  While  this  may  be  seen  as  interference  in  the 
business  by  members  of  the  family  who  are  farming,  it  can 
have  beneficial  implications  for  the  family  business. 
Growth  in  the  value  of  everyone's  equity  in  the 
partnership  is  probably  desired  and  should  be  expected 
over  time.  Often  those  contributing  the  majority  of  the 
labor  and  management  feel  that  the  bulk  of  the  growth 
should  be  theirs.  If  they  are  being  reasonably  paid  for  their 
labor  and  management,  and  there  are  buy  out  plans  in 
place,  then  they  should  feel  reasonably  protected. 

Problem  are  more  likely  to  arise  when  the  business  is 
unprofitable  or  when  it  cannot  afford  to  look  after  the 
farming  families  and  the  partners  doing  the  farming  know 
they  will  never  be  able  to  buy  out  the  other  partners.  This 
situation  may  be  acceptable  between  parents  and  children 
because  there  is  reasonable  assurance  that  the  parents 
will  not  want  out  and  will  bequeath  their  partnership 
interest  to  the  children.  This  same  arrangement  will 
seldom  occur  among  children. 

Setting  up  any  business  arrangement,  while  sometimes 
providing  a  strategy  for  distribution  of  assets,  does  not 
eliminate  the  need  for  a  thorough  discussion  about  shared 
ownership  and  the  ultimate  transfer  of  control  of  the 
business. 


Housing 
within  the 
partnership 


When  land  is  transferred  into  a  partnership,  it  is  common 
to  have  any  accompanying  buildings  also  transferred.  This 
is  often  desirable  in  the  case  of  farm  buildings,  but  may 
not  be  in  the  case  of  residences.  Problems  can  arise  when 
families  do  not  actually  own  their  own  home  even  though 
they  still  qualify  for  the  tax-free  capital  gains  status  of  a 
principle  residence. 

When  the  partnership  owns  the  house,  the  occupants  are 
considered  tenants.  This  landlord-tenant  relationship 
means  that  each  must  act  accordingly.  If  major 
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renovations  are  to  be  made,  it  may  be  expected  that  the 
tenants  will  pay  even  though  the  house  is  the  property  of 
the  partnership  and  the  tenants  only  have  a  minority 
partnership  interest.  Also,  the  occupants  may  not  enjoy 
having  to  approach  the  management  of  the  partnership  or 
the  owners  (especially  when  they  are  relatives)  to  ask  for 
necessary  repairs.  Often  what  one  family  thinks  is 
necessary  may  not  be  considered  essential  by  others. 

If  the  partnership  provides  housing  for  some  partners  or 
employees  but  not  others,  a  good  agreement  and  possible 
compensation  is  essential. 


Cost  of  setting  up  a  partnership  does  not  involve  some  of  the  legal 

SETT  I NG  U  P  A  requirements  when  incorporating.  All  that  is  really 

PAPTMFP^I-IIP  required  is  for  two  or  more  legally  competent  people  to 

r AK  IN  t Kon I  r  agree  to  become  partners.  Their  agreement  need  not  be  in 

writing,  but  it  is  advisable  that  the  partnership  agreement 
be  written  and  signed  by  all  partners.  While  less  formal 
arrangements  are  mandated  by  government  for  a 
partnership  than  a  corporation,  the  same  amount  of 
thought  and  time  should  be  spent  with  professional 
advisors. 

A  partnership  does  not  have  to  file  financial  statements 
and  annual  reports  with  the  companies  branch  of  the 
Alberta  Government,  but  it  should  prepare  the  same  type 
of  financial  information  as  any  other  business.  Because  a 
partnership  does  not  file  a  separate  tax  return,  accounting 
and  legal  costs  are  reduced. 

The  transferring  of  property  to  the  partnership  will  involve 
legal  and  accounting  expenses  as  will  special 
arrangements  such  as  partnership  agreements.  These  and 
other  fees  should  be  discussed  before  proceeding. 
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Dissolving  a  partnership 


Most  farming  partnerships  will  be  dissolved  within  three 
or  four  generations  due  to:  the  complexity  of  relatives 
farming  together,  the  inability  of  the  farming  children  to 
buy  into  the  business  on  an  economic  basis  or  lack  of 
interest  by  the  children. 

By  the  third  generation,  cousins  of  the  original  owners 
would  be  involved  if  the  partnership  was  handed  down. 
Unlike  large  corporations,  farming  businesses  are 
sufficiently  small  that  ownership  would  after  a  number  of 
generations  be  split  so  small  as  to  be  meaningless  or 
impossible  to  handle. 

It  may  also  be  that  there  is  no  child  who  wants  or  is 
capable  of  managing  or  operating  the  business.  While  this 
is  not  a  problem  for  larger  public  companies,  family 
businesses  are  usually  reluctant  to  hire  professional 
outside  management.  Consequently  the  family  should 
ensure  the  partnership  is  structured  so  the  difficulty 
and/or  cost  of  dissolving  a  partnership  or  withdrawing 
assets  from  it  are  minimized. 

Partnerships  are  automatically  dissolved  on  the  death  of  a 
partner,  bankruptcy  of  the  partnership,  inability  of  a 
partner  to  contract  and  dissolution  under  the  Partnership 
Act.  The  legal  and  tax  consequences  are  discussed  later. 


9 


LEGAL 
CONSIDERATIONS 


Ownership  structure 


The  ownership  or  capital  structure  of  a  partnership  refers 
to  how  the  value  of  the  business  is  held  by  its  owners. 

The  partnership  owns  the  assets  and  the  individual 
owners,  known  as  partners,  each  own  a  portion  of  the 
partnership,  which  is  referred  to  as  their  partnership 
interest.  This  partnership  interest  changes  in  value  as  the 
value  of  the  partnership  changes.  While  partnership 
interests  are  not  represented  by  actual  certificates  such  as 
shares  in  a  company,  each  partner's  partnership  interest  is 
recorded  in  the  financial  statements. 

The  partnership  agreement  should  specify  the 
characteristics  of  each  persons  partnership  interest.  If  any 
partner  does  not  want  to  participate  in  the  growth  of  the 
partnership,  they  may  freeze  all  or  any  part  of  it  by  stating 
so  in  the  agreement. 


Types  of  partnerships 


There  are  two  types  of  partnerships:  general  and  Hmited. 
The  general  partnership  is  the  most  common  form  of 
partnership.  The  law  regarding  limited  partnerships  is 
more  restrictive  than  that  regarding  general  partnerships. 


G  ENERAL  The  majority  of  farming  partnerships  are  general  ones.  In 

py^|^j|sy|  f        I  p5         a  general  partnership  each  partner  is  liable  for  all  debt  or 

obligations  incurred  in  the  name  of  the  partnership.  It  is 
seldom  that  persons  outside  of  those  managing  and 
operating  the  business  want  to  invest  in  ownership  of  it. 

If  the  major  owners  do  not  want  to  be  responsible  for  the 
liability  of  the  business,  possibly  they  should  reconsider 
whether  or  not  they  want  to  operate  a  common  business  in 
the  first  place.  It  may  be  better  for  them  to  operate 
separate  businesses. 


Limited  This  form  of  partnership  allows  some  members,  under  the 

PA RT N  E  RS  H I  PS         following  conditions,  to  limit  their  liability. 

•  The  partnership  must  include  one  or  more  general 
partners. 

•  A  limited  partner  is  not  entitled  to  limited  liability 
until  the  limited  partnership  has  been  registered  with 
Alberta  Central  Registry  in  accordance  with  the 
Partnership  Act. 

•  Limited  partners  may  each  contribute  cash  and  other 
capital  but  not  services,  including  management 
services.  Taking  an  active  management  role  may 
eliminate  his/her  limited  liability  status. 

•  A  limited  partner's  name  may  not  appear  in  the  firm 
name  or  he/she  may  be  liable  to  creditors  as  a  general 
partner. 
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PARTNER'S  RIGHTS 


Individual  partners  have  rights  and  responsibihties  under 
several  laws  as  well  as  those  which  should  be  specified  in 
the  partnership  agreement. 


Decision 

MAKING 


The  potential  for  conflict  always  exists  in  any  business, 
and  with  it  the  potential  for  abuse  of  any  one  partner.  The 
decision  of  the  majority  partners  will  generally  prevail  and , 
without  specified  rights,  there  would  be  nothing  to  prevent 
the  majority  from  acting  in  a  manner  that  may  not  be  in 
the  best  interest  of  the  partnership  or  an  individual 
partner. 

The  rules  specified  in  the  Partnership  Act  apply  unless  it 
has  been  stated  to  the  contrary  in  the  agreement.  The  Act 
states  "each  party  may  take  part  in  the  management  of  the 
partnership  business"  and  "a  difference  arising  as  to 
ordinary  matters  connected  with  the  partnership  business 
may  be  decided  by  a  majority  of  the  partners." 

If  any  partner  is  to  have  less  or  more  than  their  equal 
share  of  the  decision  making  power,  it  must  be  clearly 
stated  in  the  agreement. 


Protection 

FOR 

INDIVIDUAL 
PARTNERS 


Partnership  Agreement 

Certain  procedures  and  policies  can  be  embodied  in  the 
partnership  agreement  that  provide  individual  partners 
with  protection  while  allowing  the  partnership  to  carry  on 
business  without  undue  interference.  Such  an  agreement 
may  include,  among  other  things: 

•  a  requirement  for  certain  specified  decisions  to  be  made 
by  the  unanimous  consent  of  the  partners  and  not  by 
the  directors  or  a  simple  majority  of  partners; 

•  a  requirement  that  major  decisions  need  more  than  a 
simple  majority; 

•  a  right  to  have  an  individual  partner's  interest 
purchased  by  other  partners  for  fair  compensation; 
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•  the  right  to  name  or  replace  directors  if  criteria  such  as 
profitabiHty  are  not  met  for  a  specified  time  period, 
(An  example  of  this  might  be  that  if  the  return  on 
assets  drops  below  a  specified  percentage  for  more 
than  two  years  in  succession  or  for  more  than  two 
years  out  of  any  six); 

•  the  right  to  have  the  partnership  terminated  and  to 
have  the  assets  distributed  to  the  partners  on  a 
pro-rata  basis  under  specified  circumstances. 

Addition  of  a  Partner 

According  to  the  Partnership  Act,  a  new  member  may  be 
admitted  with  the  consent  of  all  existing  members.  It  may 
be  desirable  however  to  incorporate  this  clause  into  the 
partnership  agreement  to  ensure  the  smooth  admission  of 
a  new  partner. 

When  a  partner  exits  or  a  new  partner  enters,  the  old 
partnership  technically  ceases  to  exist  and  is  replaced  with 
a  new  partnership.  In  addition,  while  the  partnership 
agreement  may  allow  for  the  sale  of  a  partnership  interest 
to  an  individual  outside  the  partnership,  that  person  does 
not  become  a  partner  unless  the  other  partners  consent. 


Officers  of  a  partnership 


Board  of  uniike  a  corporation  there  is  no  legal  requirement  for  a 

D I  RECTORS  partnership  to  establish  a  board  of  directors.  However,  the 

owners  of  the  partnership  should  establish  a  formal 
method  for  decision  making.  Establishing  a  board  of 
directors  is  a  good  way  for  the  owners  to  be  represented  in 
the  ownership  decisions  of  the  business. 

The  owners  of  the  partnership  appoint  the  board  members. 
This  usually  consists  of  a  chairperson,  secretary,  treasurer, 
and  possibly  one  or  two  board  members.  While  these  are 
usually  all  members  of  the  family,  it  is  not  always 
necessary  or  advisable  to  limit  them  just  to  family 
members.  Having  non-family  board  members  may  add  a 
fresh  perspective,  especially  when  decisions  involving 
family  members  are  in  question. 

The  board  sets  general  policy  and  the  direction  of  the 
partnership.  It  decides  on  the  type  of  operations  to  be 
carried  on  and  the  amount  and  t5^e  of  payment  to  be  made 
to  the  owners.  It  names  the  management  of  the 
partnership.  This  may  be  one  person,  a  number  of 
co-managers  or  the  board  may  reserve  the  job  for  itself  In 
this  way  they  direct  the  overall  functioning  of  the 
partnership. 


The  people  who  own  a  partnership  interest  have  the 
responsibility,  whether  through  a  board  or  otherwise,  of 
establishing  the  management  of  the  business.  A  general 
manager  should  be  named.  This  person  is  responsible  for 
ensuring  the  long-term  direction  and  strategies  of  the 
business  meet  the  goals  of  the  owners.  This  manager  will 
also  set  out  the  operating  plan  for  the  business  each  year 
and  be  responsible  to  see  that  it  is  carried  out. 

The  general  manager  decides  who  will  be  in  charge  of  the 
production,  finance,  marketing  and  personnel  areas  of  the 
business.  By  actually  naming  this  management  team, 
many  misunderstandings  may  be  avoided.  It  is  important 
to  realize  that  while  the  younger  generation  may  start 
taking  over  some  of  the  management  functions,  the  older 
generation  will  usually  remain  in  general  management  for 
a  number  of  years  or  retain  a  degree  of  management 
responsibility  for  some  time. 
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Management 

OF  THE 
PARTNERSHIP 


Liability 


The  question  of  liability  is  important  to  most  business 
owners.  Every  partner  becomes  personally  responsible  for 
the  debts  and  obligations  of  the  partnership  as  well  as  the 
wrongful  business  acts  of  the  partners.  The  Alberta 
Partnership  Act  states  "each  partner  in  a  firm  is  liable 
jointly  with  the  other  partners  for  the  debts  and 
obligations  of  the  firm  incurred  while  he  is  a  partner."  He 
is  also  liable  for  a  "...wrongful  act  or  omission  of  a  partner 
acting  in  the  ordinary  course  of  the  business  of  the  firm..." 

Any  general  partner,  in  the  eyes  of  the  law,  has  the  power 
to  bind  the  partnership  to  any  contract  in  connection  with 
the  farm  business  that  comes  within  the  apparent  scope  of 
a  partner's  authority.  For  example,  if  a  partner  puts  a 
down  payment  on  a  new  seed  drill  for  the  partnership,  the 
partnership  is  liable  whether  or  not  the  other  partners 
knew  of  the  purchase.  However,  if  the  partner  buys  an 
expensive  new  car  for  personal  use,  the  partnership  is  not 
liable  because  this  is  a  personal  debt  of  the  partner  and 
not  connected  with  the  farm  business. 

The  liability  of  partners  is  joint,  not  joint  and  several. 
Normally,  if  the  partnership  is  going  to  be  sued,  the  person 
suing  will  name  each  partner,  such  as,  Robert  White  and 
Mary  White.  If,  however,  any  partner  is  sued  separately 
for  a  partnership  debt,  and  the  creditor's  claim  is  not  fully 
satisfied,  this  creditor  loses  the  right  to  sue  the  other 
partner  or  partners  for  the  remainder  of  the  debt. 
Although  every  partner  may  be  included  in  the  legal 
action,  when  they  are  not,  the  creditor  may  not  later  try  to 
sue  those  partners  omitted  from  the  original  action. 

If  a  partnership  is  sued  successfully  by  a  third  party,  and 
the  partnership  assets  are  not  sufficient  to  satisfy  the 
claim,  the  creditor  has  a  claim  against  the  assets  of  any 
and  all  general  partners  that  are  not  already  secured  by 
other  creditors.  If  there  are  sufficient  personal  assets  the 
partners  will  use  these  to  pay  partnership  debts  in  the 
ratio  in  which  they  agreed  to  share  losses.  If  one  or  more  of 
the  partners  is  not  able  to  pay  their  share,  however,  the 
wealthier  ones  will  have  to  pay  more  than  their 
proportionate  share. 

A  new  partner  entering  a  partnership  does  not  assume 
liability  for  obligations  incurred  before  he/she  joins,  unless 
he/she  and  the  creditors  agree.  Similarly,  a  retiring 
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partner  continues  to  be  liable  for  debts  incurred  while  a 
partner,  unless  they,  the  other  partners  and  the  creditors, 
agree  to  release  him.  They  may  also  be  liable  for  debts 
incurred  after  retirement,  unless  all  interested  parties  are 
notified  in  writing  and  a  notice  is  posted  in  the  Alberta 
Gazette. 

The  estate  of  a  deceased  partner  is  liable  for  debts  of  the 
partnership  incurred  up  to  the  time  of  death,  providing,  of 
course,  that  claims  of  personal  creditors  have  already  been 
settled.  After  a  partner's  death,  the  estate  is  not  liable  for 
debts  incurred  by  the  partnership  even  if  a  third  party 
assumes  the  partner  is  still  living. 


Setting  up  a  partnership 


The  following  are  some  considerations  when  setting  up  a 
partnership. 

To  properly  assess  the  advantages  and  disadvantages  of  a 
partnership,  obtain  the  opinion  of  as  many  people  as  you 
can.  Accountants,  lawyers,  farm  families  operating 
partnerships,  government  specialists  and  others  can  all 
provide  advice.  But,  it  is  your  business,  and  you  as  a 
family  must  make  the  final  decision. 

Work  with  your  accountant  and  lawyer  to  set  up  the 
partnership  agreement.  Together  they  will  work  out  the 
appropriate  structure  to  accomplish  what  you  want  the 
partnership  to  do. 

Avoid  using  do-it-yourself  services  and  be  wary  of  anyone 
offering  cut-rate  services.  There  are  serious  legal,  tax  and 
family  issues  that  could  cause  a  great  deal  of  harm  to  your 
business  and/or  family  if  the  partnership  is  improperly  set 
up. 

Obtain  an  estimate  of  the  fees  and  disbursement  costs 
associated  with  setting  up  the  partnership  agreement  and 
what  the  fees  cover.  Find  out  what  additional  legal  and 
accounting  follow-up  services  are  most  often  required. 

The  lawyer  will  then  draft  up  the  appropriate  legal  papers. 
These  may  include:  a  general  partnership  agreement,  a 
profit  sharing  agreement  or  other  such  agreements  as  may 
be  required.  The  following  information  may  be  required  by 
the  lawyer: 

•  a  sketch  or  aerial  photograph  of  the  farm  showing  the 
parcels  of  land; 

•  a  detailed  list  of  the  fair  market  value  of  all  the  farming 
assets  on  hand  indicating  those  which  are  to  be 
transferred  to  the  partnership  (An  independent 
appraiser  is  not  necessary  but  may  be  required  later  in 
case  of  a  dispute  with  Revenue  Canada); 

•  If  the  farm  was  owned  prior  to  December  31 , 1971 , 
there  must  be  a  complete  list  of  the  farm  assets  owned 
at  that  time,  together  with  their  original  cost  and  an 
estimate  of  fair  market  value  on  that  date; 
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•  a  detailed  list  of  liabilities,  debt  servicing  requirements, 
lenders  and  security  held; 

•  personal  tax  returns  and  financial  statements  for 
previous  years  will  help  advisors  assess  the  situation. 
Any  budget  projections  for  future  years  would  also  be 
helpful  for  establishing  living  costs  etc.; 

•  choices  of  partnership  names  in  case  the  first  one  is 
already  registered.  Note:  cost  of  registering  will  be 
approximately  $45; 

•  a  list  of  the  potential  partners  and  family's  goals 
including  ownership,  retirement  and  estate  plans; 

•  a  statement  about  how  the  control  and  ownership  of  the 
partnership  is  to  be  arranged. 

Your  lawyer  will  then  arrange  for  a  meeting  of  the 
partners  to  elect  the  board  of  directors  or  if  that  is  not 
done,  to  organize  the  management  and  complete  any  other 
necessary  business. 

Your  lawyer  may  maintain  copies  of  the  partnership 
agreement  as  well  as  minutes  of  any  meetings  of  the 
partners.  These  records,  while  not  being  required  by  law, 
help  to  ensure  everyone  is  informed. 
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Dissolving  a  partnership 


Unless  it  is  stated  to  the  contrary  in  the  partnership 
agreement,  the  Partnership  Act  states  that  a  partnership 
is  dissolved  with  regard  to  all  partners: 

•  if  entered  into  for  a  fixed  term,  by  the  expiration  of  that 
term,  or 

•  if  entered  into  for  a  single  adventure  or  undertaking,  by 
the  termination  of  that  adventure  or  undertaking,  or 

•  a  partner  giving  notice  to  the  other  partner  or  partners 
of  his  intention  to  dissolve  the  partnership,  or 

•  by  the  death  of  a  partner,  or 

•  by  the  assignment  of  a  partner's  property  in  trust  for 
the  benefit  of  his  creditors,  or 

•  by  the  bankruptcy  of  a  partner, 

•  illegality  of  business  carried  on  by  the  partnership,  or 

•  a  court  order. 

As  a  result  of  dissolution,  the  affairs  of  the  partnership 
must  be  wound  up  in  accordance  with  the  partnership 
agreement  and  the  Partnership  Act. 

After  dissolution  the  partners  retain  authority  to  conduct 
partnership  business  to  the  extent  necessary  to  wind  up 
the  affairs  of  the  partnership  and  to  complete  transactions 
begun  but  not  finished  at  the  time  of  dissolution. 
Presumably,  if  a  farm  partnership  were  dissolved  after  the 
year's  seeding  had  been  done,  the  remaining  partners 
would  continue  the  partnership  until  after  harvest. 

Aside  from  the  completion  of  unfinished  partnership 
business,  the  winding-up  involves  satisfying  creditors  of 
the  partnership  and  the  partners  during  the  final 
settlement  of  accounts.  In  order  of  priority,  the  payments 
would  be  to: 

•  pay  debts  and  liabilities  to  persons  who  are  not 
partners; 

•  pay  partners  for  amounts  loaned  to  the  partnership 
with  or  without  interest; 


•  return  the  amount  of  capital  each  partner  has  invested 
in  the  firm  (Interest  is  not  normally  allowed  on  this 
capital); 

•  divide  the  residue,  if  any,  among  the  partners  according 
to  the  profit  share  formula. 

The  payments  are  made  from  profits,  or  if  this  is 
insufficient,  from  capital  and  finally,  if  necessary  by 
contribution  from  the  partners  according  to  their  profit 
(loss)  share. 

While  the  general  rule  of  the  dissolution  of  a  partnership  is 
that  the  assets  of  the  firm  are  sold  and  the  proceeds  used 
to  settle  the  accounts,  this  rule  is  flexible  and  likely  would 
not  be  used  in  a  farm  situation  unless  absolutely 
necessary.  If  one  or  more  of  the  partners  continues 
farming,  the  mortgage  and  loans  could  be  assigned  to  them 
alone  and  the  departing  partner's  capital  could  be  returned 
by  some  method,  perhaps  by  partial  sale  of  assets  or 
annual  payments.  If  both  wish  to  continue  farming  as  sole 
proprietors,  the  liabilities  could  be  assigned  on  the  basis  of 
which  assets  each  partner  takes  from  the  partnership. 

These  alternatives,  along  with  others,  make  it  possible  to 
settle  accounts  without  a  sale  of  assets.  However,  if  a 
satisfactory  arrangement  cannot  be  worked  out  or  one 
partner  insists  on  a  sale,  there  may  be  no  choice  but  to 
settle  final  accounts  by  sale  of  assets. 


Continuation  after  a  partner 
withdraws 


If  partners  wish  to  continue  a  partnership  after  one 
partner  withdraws  or  they  want  to  avoid  automatic 
dissolution  for  whatever  reason,  it  is  advisable  to  include  a 
continuation  clause  in  the  partnership  contract.  This 
clause  states  that  the  partnership  is  not  dissolved  by 
retirement,  death  or  other  circumstances,  but  can  be 
dissolved  only  by  agreement  of  the  partners.  This  ensures 
that  there  is  no  unexpected  dissolution  of  the  partnership. 

If  the  partnership  is  to  continue,  a  plan  is  needed  for 
bu3dng  the  partnership  interest  from  the  withdrawing 
partner. 


BUY-SELL  A  buy-sell  agreement  included  in  the  partnership  contract 

ARRANG  EMENTS  provide  that  upon  the  withdrawal  of  a  partner,  the 

remaining  partners  or  someone  designated  by  the 
remaining  partners  is  able  to  buy  out  the  interest  in  the 
partnership. 

The  buy-sell  agreement  should  provide  for  the  members  of 
the  partnership  or  their  designate  to  have  the  first  option 
to  buy  the  withdrawing  partner's  interest,  at  a  price  set  or 
determined  by  formula  as  outlined  in  the  agreement. 
Usually  the  withdrawal  of  a  partner  because  of  disability 
or  death  is  unexpected  and  the  remaining  partners  may  be 
unable  to  meet  the  buy- sell  price  on  short  notice.  To 
circumvent  this  problem,  it  may  be  advantageous  to  have 
each  partner  insured  so  that  there  will  be  funds  available 
to  buy  their  interest. 


When  considering  the  use  of  insurance  for  the  purpose  of 
bu5dng  out  a  partner,  farmers  should  examine  the  cost. 
This  cost  will  be  based  on  the  insurability  of  each  partner 
according  to  age,  health,  occupation  and  medical  history. 
The  cost  may  be  prohibitive.  Consequently,  the  buy-sell 
agreement  may  simply  provide  that  the  survivor  agrees  to 
purchase  the  assets  over  a  number  of  years  with  specified 
terms. 

One  alternative  to  funding  the  buy-sell  agreement  totally 
by  life  insurance  proceeds  is  to  fund  it  partly  by  insurance 
and  partly  as  annual  income  paid  to  the  former  partner  or 
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Insurance 


the  spouse,  estate  or  beneficiary  of  the  partner.  Using 
partnership  income  this  way  allows  a  partnership  to 
provide  pensions  to  its  former  members,  their  widows  or 
other  dependents.  This  area  of  buy-sell  agreements  and 
income  to  a  former  partner  is  complex  and  requires 
professional  legal  and  tax  advice. 


Withdrawal  of  a  partner  from 
the  partnership 


Expulsion  of       no  partner  may  be  expelled  from  the  partnership  unless 
A  PARTN  ER  ^^^^  power  has  been  previously  conferred  by  an  agreement 

between  the  partners.  It  may  be  advisable  to  have  a  clause 
in  the  agreement  so  that  a  partner  may  be  expelled  from 
the  partnership  by  agreement  in  writing  of  all  the 
remaining  partners.  The  agreement  should  also  specify 
what  would  happen  to  the  partnership  interest  of  the 
expelled  partner  and  whether  the  remaining  partners  have 
the  right  to  buy  the  interest.  It  is  also  advisable  to  add 
that  given  the  expulsion  of  a  partner,  the  partnership  shall 
continue  if  two  or  more  partners  remain. 

It  must  be  cautioned  that  this  clause  should  provide 
protection  for  the  individual  members.  For  this  reason,  it  is 
recommended  the  expulsion  clause  be  restricted  to  use  if  a 
member  has  exceeded  certain  defined  limits.  For  example, 
the  partnership  agreement  may  state  that  the  expulsion 
clause  may  only  be  invoked  when  a  member  has  pledged 
the  firm  for  over  $10,000  of  debt  without  receiving  prior 
approval  of  the  other  partners. 


Retirement  of     Generally,  a  partner  may  retire  without  dissolving  the 

A  PARTN  ER  partnership  by  obtaining  consent  of  all  partners.  If  their 

consent  cannot  be  obtained,  it  is  within  the  partner's 
power  to  dissolve  the  partnership  by  giving  notice  to  all 
partners.  This  is  not  usually  desirable,  so  the  partnership 
agreement  should  provide  for  the  retirement  of  a  partner 
without  requiring  dissolution  of  the  partnership. 


D EATH  OF  A  The  death  of  a  partner  causes  an  automatic  dissolution  of 

p/\|^1"|s^  ^f^  the  partnership  unless  a  continuation  clause  in  the 

partnership  agreement  ensures  the  ongoing  existence  of 
the  partnership.  Even  if  the  partnership  will  be  dissolved 
after  the  death  of  a  partner,  it  is  advantageous  for  the 
members  of  the  partnership  to  be  able  to  determine  when 
the  partnership  will  end  so  the  affairs  of  the  business  may 
be  put  in  order. 

The  Income  Tax  Act  deems  the  disposition  of  all  capital 
assets,  including  a  partnership  interest,  of  an  individual  at 
the  time  of  their  death.  Proper  advise  can  help  prepare  for 
tax  consequences. 


25 


/ 


FINANCIAL 
CONSIDERATIONS 


Investments  in  the  partnership 


Assets  The  family  must  decide  which  assets  will  be  transferred 

TRANSFERRED  ^^^^       partnership.  This  decision  may  be  based  on  the 

yj,  p  type  of  business  that  will  be  operated  or  other 

I      I  n  t  considerations  such  as  legal  and  tax  costs  when  dissolving 

PARTNERSHIP  the  partnership. 


Land  kept  out     Land  is  often  kept  out  of  family  partnerships  for  later 

distribution  to  individual  farming  or  non-farming  children, 
for  the  long-term  security  of  the  parents  or  just  to  simplify 
the  agreement.  The  tax  payable  on  land  taken  out  of  a 
partnership  is  less  than  when  it  is  removed  from  a 
corporation,  but  care  must  still  be  taken  to  do  it  properly. 

If  the  land  is  not  transferred  to  the  partnership  then  a 
decision  must  be  made  as  to  whether  the  partnership  will 
rent  the  land  from  the  owners,  or  whether  it  will  not  be 
involved  in  the  partnership  at  all. 


Machinery  it  is  possible  to  keep  some  or  all  of  the  machinery  out  of 

KEPT  OUT  partnership.  In  this  case  it  will  be  owned  in  the  hands 

of  the  individuals  either  separately  or  jointly.  This  is  often 
done  so  decisions  regarding  the  machinery  can  be  made 
separately  or  capital  cost  allowance  can  be  handled  outside 
of  the  partnership. 
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Financing  within  the 
partnership 


The  two  forms  of  business  financing  are  debt  and  equity 
financing.  The  acquisition  of  debt  or  equity  financing  is  a 
major  issue  for  most  businesses  no  matter  what  their 
business  arrangement.  The  benefits  or  hmitations  of  a 
partnership  are  not  particularly  significant  from  a 
financing  standpoint,  but  should  at  least  be  considered. 


ITY  Equity  financing  comprises  those  assets  contributed  to  the 

FINANCI NG  business  by  its  owners.  This  is  usually  from  family 

members  involved  in  the  business  but  may  include 
investors  both  family  and  non-family  who  are  or  are  not 
involved  in  the  operation  or  management  of  the  business 
as  well.  The  presence  of  a  partnership  would  likely  have 
little,  if  any,  effect  on  the  equity  that  non-farming 
members  of  the  family  or  non-family  investors  would  be 
willing  to  put  into  a  farming  business. 

The  reason  for  this  lies  in  the  difficulty  of  formalizing 
arrangements  and  relationships  that  might  otherwise  be 
based  on  trust  or  not  needed  at  all.  In  many  family 
businesses  a  fundamental  conflict  exists  between  what  is 
most  profitable  for  the  business  and  what  the  manager 
and/or  operators  want  to  do.  While  the  manager  is 
supposed  to  manage  and  operate  the  business  in  the  best 
interest  of  the  owners,  often  personal  pride  or  enjoyment 
enters  into  the  decision.  For  example,  building  an 
expensive  shop  or  purchasing  machinery  or  vehicles,  while 
for  the  use  of  the  business,  is  influenced  by  the  enjoyment 
the  operator  derives  from  them. 

The  fact  that  family  businesses  have  very  few  outside 
partners  indicates  equity  financing  is  probably  too 
cumbersome  and  unacceptable  to  most  investors.  The 
requirements  that  non-operating  partners  might  specify  in 
the  way  of  controls  such  as  full  audits  might  be  too  costly 
or  unacceptable  to  the  managing  partners. 

If  people  outside  of  the  business  are  interested  in  becoming 
involved,  they  will  likely  insist  on  a  well-defined 
partnership  agreements  in  writing  and  possibly  even 
forming  a  corporation  rather  than  a  partnership. 
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An  example  of  equity  involvement  is  shown  below  for  the 
Hill  and  Dale  Partnership. 


Hill 

Dale 

Capital  contributed  to  partnership 

$535,000 

$50,000 

This  amount  will  change  as  partners  contribute  money  or 
assets  to  the  partnership,  withdraw  money  or  assets  from 
it  and  accumulate  profits  as  illustrated  in  the  section  on 
financial  control  within  the  partnership. 


UEBT  Money  that  the  business  borrows  from  outside  sources  is 

Fl  N  ANCI NG  known  as  debt.  The  suppliers  of  debt  financing  do  not  have 

an  ownership  in  the  business.  Partnerships  that  borrow 
money  can  expect  the  same  benefits  and  are  exposed  to  the 
same  risks  as  any  other  form  of  business  arrangement.  It 
is  the  ability  of  the  business  to  generate  income  that  limits 
the  amount  of  debt  that  it  can  carry.  The  formation  of  a 
partnership  will  unlikely  have  any  major  effect  on  the 
availability  of  loans. 

Operating  Loans  These  loans  are  acquired  by  the  partnership  in  the  same 

manner  that  they  would  be  by  any  other  arrangement. 
Partners,  certainly  those  involved  with  operation  the 
business,  are  usually  asked  to  sign  personal  guarantees  if 
the  loans  are  large. 

Term  Loans  Loans  to  finance  the  purchase  of  capital  assets  within  the 

partnership  may  be  secured  by  the  individual  partners' 
assets,  all  of  the  partnership's  assets  and/or  personal 
guarantees  of  the  partners. 

Any  assets  that  the  partnership  has  purchased  with 
borrowed  funds  may  be  taken  as  security.  In  the  case  of 
default,  the  lender  will  seize  the  asset,  as  the  contract 
permits. 

In  the  case  of  personal  guarantees,  the  individual  partners 
will  be  asked  to  guarantee  the  loan  as  well  as  having  the 
asset  or  assets  as  security.  In  case  of  default,  if  the  seizure 
of  the  asset  does  not  cover  the  repayment  of  the  loan,  the 
individuals  will  be  forced  to  cover  the  shortfall  from 
personal  assets. 
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Debt  is  often  a  valuable  control  over  the  management  of  a 
business.  The  use  of  debt  not  only  allows  the  lenders  to 
analyze  the  proposed  investments,  but  they  will  have  an 
interest  in  the  performance  of  the  business.  Profitable 
businesses  will  be  able  to  make  their  debt  payments  and 
still  provide  a  reasonable  return  on  equity. 

It  may  be  advisable  for  non-farming  children  or  parents  to 
loan  money  to  the  partnership  rather  than  take  ownership 
through  partnership  interests.  This  may  be  done  by 
parents  taking  loans  when  forming  the  partnership  or  by 
transferring  partnership  interest  to  farming  children  with 
mortgages  being  placed  against  them.  These  mortgages 
can  be  willed  or  given  to  the  non-farming  children.  In  this 
way,  the  farming  children  will  face  little  or  no  interference 
in  operating  the  business  as  long  as  debt  payments  are 
made.  If  the  business  is  allowed  to  weaken  and  debts  go 
into  arrears,  then  the  non-farming  children  can  exercise 
some  control  to  enforce  tighter  management  or  remove 
management  entirely. 


Financial  control  within 
the  partnership 


A  major  financial  consideration  when  examining  business 
arrangements  is  how  the  finances  of  the  business  are 
handled  and  controlled. 


Profit  AND  under  a  partnership  structure,  profits  and  losses  from 

LOSSES  farming  accumulate  in  the  partnership  rather  than  in  the 

hands  of  individuals.  There  is  one  set  of  books  into  which 
all  revenues  and  expenses  are  entered.  Revenues  are 
deposited  in  a  business  bank  account  and  expenses  are 
paid  out  of  this  account.  The  bank  account  is  the  property 
of  the  partnership  and  in  its  name.  The  account  also 
identifies  who  is  eligible  to  write  cheques. 

At  the  end  of  each  fiscal  year,  a  set  of  financial  statements 
should  be  produced  showing  the  financial  situation  of  the 
partnership.  This  will  indicate  the  profit  or  loss,  as  well  as 
any  other  financial  information  useful  to  the  owners  and 
managers. 

In  the  absence  of  an  agreement,  the  Partnership  Act  states 
that  all  partners  share  equally  in  profits  and  losses. 
Profits,  however,  need  not  be  shared  equally  by  the 
partners.  To  protect  the  partners  and  their  business,  every 
partnership  should  prepare  a  written  agreement  stating 
the  profit  sharing  arrangement  and  have  it  signed  by  all 
partners. 

In  deciding  how  profit  will  be  shared  the  following  are 
important  aspects  to  consider: 

•  the  contribution  of  labor  and  management  to  the 
partnership, 

•  the  contribution  of  capital  to  the  partnership  and 
interest  required  on  this  capital,  and 

•  the  financial  requirements  of  each  partner  and  their 
family. 

The  emphasis  on  each  of  these  factors  varies  from  one 
partnership  to  another.  In  a  partnership  between 
unrelated  people,  the  split  may  be  based  totally  on 
contribution  of  assets,  labor  and  management  with  little 
regard  to  the  financial  needs  of  the  partners  and  their 


families.  In  a  partnership  between  parents  and  children, 
the  need  of  a  child  for  an  adequate  income,  particularly 
when  just  starting  to  farm,  may  be  a  factor  in  income 
sharing.  In  the  following  example  partners  have  agreed  on 
a  6%  return  to  investment  and  a  salary  allowance  to  be 
determined  each  year.  The  profit  this  year  is  $70,000  and 
the  salary  allowances  are.  Hill  $6,000  and  Dale  $12,000. 


Share 
to  Hill 

Share 
to  Dale 

Income 

to  be 
allocated 

Total  net  income 
Allocated  as  salary  allowances: 
Hill                                               'kfi  000 

±±111  <p\J,VJVJVJ 

Dale 

Total  allocated  as  salary  allowances 

$12,000 

$70,000 
$18,000 

Balance  of  income  after  salary  allowances 
Allocated  as  interest: 

Hill  (6%  on  $535,000)                      32,1 00 
Dale  (6%  on  $50,000) 
Total  allocated  as  interest  on  investment 

3,000 

$52,000 
35,100 

Balance  of  income  after  salary  and 
interest  allowances 
Balance  allocated  as  per  agreement: 
Hill  (90%)  15,210 
Dale  (10%) 

Total  allocated  as  per  agreement 

1,690 

$16,900 
16,900 

Balance  of  income 

0 

Share  of  the  partnership 

income  $53,310 

$16,690 

Percentage  of  total  net  income  76% 

24% 

This  calculation  is  made  to  indicate  the  profit  share  and 
does  not  infer  that  all  of  the  profits  can  be  withdrawn  from 
the  business.  Also,  this  profit  share  is  not  static.  It  should 
be  recalculated  whenever  there  is  a  change  in  the: 

•  desired  return  to  capital, 

•  capital  contributed  by  either  partner, 

•  amount  or  value  of  labor  and/or  management 
contributed. 
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Profits  or  losses  of  the  business,  while  belonging  to  the 
partners,  are  not  all  in  the  form  of  cash  and  even  if  they 
were  it  is  unlikely  that  they  should  be  totally  withdrawn 
each  year.  In  order  for  the  partners  to  obtain  money  from 
the  business  they  must  do  so  by  taking  withdrawals  of 
profits  or  repayments  of  loans.  Unlike  corporations, 
salaries  in  a  partnership  are  restricted  to  non-owners; 
therefore,  salary  allowances  are  considered  withdrawals  of 
profits. 

The  amount  and  timing  of  withdrawals  by  each  partner 
should  be  determined  at  the  beginning  of  every  year.  This 
withdrawal  will  be  paid  out  of  the  partnership  account  and 
should  be  put  into  the  personal  account  of  the  partners. 
Partners  should  not  use  the  business  account  for  personal 
transactions  or  for  other  businesses  that  they  might  be 
running  on  their  own. 

The  Income  Tax  Act  specifies  that  any  amount  of 
withdrawal  over  what  the  share  of  profits  should  have 
been  will  be  treated  as  a  reduction  of  partnership  interest. 
If  the  partners  wish  it  to  be  a  loan  with  or  without 
interest,  then  it  must  be  specified  in  the  agreement  and 
the  proper  documentation  prepared. 


The  following  example  illustrates  how  these  withdrawals 
affect  the  capital  accounts  of  the  partners. 


Hill  and  Dale 
Statement  of  Change  in  Partners  Equity 
for  the  Year  Ending  Dec  31, 19  - 

Hill 

Dale 

Total 

Beginning  capital  balances 

$535,000 

$50,000 

$585,000 

Plus: 

Investment  by  owners 

0 

0 

0 

Net  income: 

Salary  allowances 

$  6,000 

$12,000 

Interest  allowances 

32,100 

3,000 

Balance 

15,210 

1,690 

Total  net  income 

53,310 

16,690 

70,000 

Total 

588,310 

66,690 

655,000 

Less  partners'  withdrawals 

(26,000) 

(18,000) 

(44,000) 

Ending  capital  balances 

562,310 

48,690 

611,000 

Money  taken 
out  of  the 
partnership 
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Remember,  partners  are  considered  to  be  self-employed, 
not  employees  of  the  partnership  and  as  such,  salary 
allowances  taken  from  the  partnership  are  not  expenses  of 
the  business  and  may  not  be  treated  as  deductible 
expenses  for  income  tax  purposes.  The  same  applies  to 
interest  on  capital  contributed,  it  is  not  a  tax  deductible 
expense. 


Bookkeeping 

IN  THE 

PARTNERSHIP 


A  proper  record  keeping  system  will  make  it  easier  to 
calculate  such  things  as  partnership  interest,  payment  of 
debts  and  partner's  withdrawal.  In  addition  to  controlling 
the  financial  affairs  of  the  business,  a  good  system  is 
important  for  keeping  the  accounts  straight  between 
partners  as  well  as  for  income  tax  filing  and  planning. 

The  following  financial  information  should  be  specified 
within  the  partnership  agreement: 

•  the  partner  or  employee  who  is  to  be  responsible  for 
record  keeping, 

•  the  type  of  accounting  system  the  partnership  will  use 
and  whether  it  is  done  on  cash,  accrual  or  both 
methods, 

•  the  accounting  firm  that  is  to  prepare  financial 
statements,  file  income  tax  returns  and  handle  other 
financial  affairs. 
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TAX 

CONSIDERATIONS 


The  tax  advantages  of  farm  partnerships  have  often 
been  emphasized  to  the  point  of  excluding  other  issues 
that  farm  famihes  need  to  consider.  This  is  not  to  say 
partnerships  do  not  have  some  distinct  tax 
advantages  for  farm  famihes.  These  advantages  must 
be  considered  in  the  hght  of  other  forms  of  business 
arrangements  and  against  any  possible  disadvantages. 

Taxation  rules  change  with  each  successive  change  in 
legislation  as  well  as  when  existing  rules  are 
examined  and  interpreted.  The  reader  should  obtain 
sound  professional  advice  in  these  matters. 


Taxation  inside  a  partnership 


A  partnership  does  not  file  its  own  income  tax  return.  A 
partnership  business  calculates  its  taxable  income  and 
then  allocates  it  to  each  partner  to  be  taxed.  In  effect, 
while  taxable  income  is  determined  at  the  partnership 
level,  it  is  taxed  in  the  hands  of  the  individual  partners. 


Active 
business 

INCOME 


Each  partner  must  include  his/her  share  of  partnership 
income  or  loss  in  their  personal  income  tax  return.  The 
share  of  taxable  income  will,  as  discussed  earlier,  be  based 
on  the  ratio  of  profit  or  loss  specified  in  the  partnership 
agreement.  This  will  usually  be  accepted  by  Revenue 
Canada  unless  it  varies  too  greatly  from  the  contribution 
of  capital,  management  and  labor.  Seek  professional  advice 
in  this  matter. 


Capital  cost  allowance  is  deducted  from  taxable  income  at 
the  partnership  level  for  all  depreciable  property  owned  by 
the  partnership.  If  a  partner  owns  depreciable  assets  that 
are  leased  to  the  partnership  so  that  there  is  an  operating 
expense  to  the  partnership  and  income  to  the  partner,  then 
the  capital  cost  allowance  is  claimed  by  the  individual 
owning  the  asset  and  is  not  included  in  the  calculation  of 
partnership  income.  Prior  to  1972,  capital  cost  allowance 
was  treated  differently  than  described  above.  As  a  result, 
any  partnership  claiming  CCA  on  capital  property  that 
was  owned  prior  to  1972  must  use  transitional  tax  rules  for 
calculation  of  capital  cost  allowance.  Seek  the  advice  of  an 
accountant  if  these  transitional  rules  apply. 

Generally,  all  operating  expenses  incurred  for  the 
partnership  business  are  tax  deductible  expenses  of  the 
partnership.  However,  expenses  such  as  interest  on  money 
borrowed  to  acquire  an  interest  in  a  partnership  and 
personal  automobile  expenses  incurred  during  the  course 
of  partnership  business  are  claimed  by  the  individual 
partner. 

Partners  may  file  their  income  tax  returns  using  either  the 
cash  or  accrual  method.  However,  all  members  of  the 
partnership  must  use  the  same  method.  If  the  accrual 
method  of  income  reporting  is  used,  each  partner  must 
submit  with  his  return  an  accrual  income  statement  and 
balance  sheet  for  the  partnership.  If  the  partners  use  the 
cash  method,  a  cash  base  income  statement  must  be 
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submitted  with  their  returns.  Revenue  Canada  provides  a 
form  for  the  cash  base  income  statement  that  partners  use. 

A  special  Partnership  Information  Return  must  be  filed  for 
each  fiscal  year  if  the  partnership: 

•  has  six  or  more  members  at  any  time  during  the  fiscal 
year,  or 

•  is  tiered  (a  partnership  that  has  a  member  that  is 
another  partnership). 

This  special  return  shows  the  allocations  of  profits  to 
individual  parties,  reconciliation  of  each  party's  capital 
account  and  a  complete  set  of  financial  statements  for  the 
partnership. 


Investment  Investment  income  includes  interest,  the  taxable  portion  of 

INCOME  capital  gains,  rental  payments  and  royalties.  This  income 

is  allocated  to  the  partners  in  proportion  to  their 
contribution  or  as  specified  in  the  partnership  agreement. 
It  is  not  taxed  within  the  partnership. 
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Taxation  outside  a  partnership 


Because  income  within  the  partnership  is  not  taxed,  the 
following  discussion  will  examine  the  tax  implications  of 
income  outside  of  the  partnership. 


Business  As  already  stated,  any  income  from  the  partnership  will  be 

I NCOME  allocated  to  the  partners  and  included  in  their  individual 

tax  returns.  This  income  is  handled  under  the  normal  tax 

rules  for  individuals. 


I NVESTMENT  Investment  income  includes  interest,  the  taxable  portion  of 

I  NCOME  capital  gains,  rental  payments  and  royalties. 


Taxable  Portion  of  Capital  Gains 

An  understanding  of  the  basic  rules  surrounding  the 
taxation  of  capital  gains  will  help  in  the  examination  of 
business  arrangements  because  it  will  be  significant  to 
most  families  at  some  time,  especially  during  property 
transfers. 

Capital  gains  arise  when  capital  assets  such  as  farmland, 
buildings,  machinery  or  quota  are  sold  for  more  than  their 
purchase  price  or  V-day  value  if  bought  before  1972.  For 
example,  a  farm  corporation  that  purchased  land  for 
$20,000  in  1973  and  sold  it  for  $120,000  will  have  $100,000 
of  capital  gains. 

Three-quarters  of  this  capital  gain  is  considered  income. 
The  remaining  one-quarter  of  capital  gains  is  not  taxable. 

A  $500,000  exemption  is  currently  in  place  on  income  from 
qualified  capital  gains  for  individuals  in  farming  and  small 
business. 

The  rules  for  taxation  of  capital  gains  are  constantly 
changing.  Obtain  competent  professional  advice  about  the 
current  tax  rules  and  tax  implications  before  embarking  on 
any  course  of  action. 
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As  was  discussed  earlier,  the  partnership  interest  of  a 
partner  is  that  portion  of  the  partnership  which  they  own. 
An  individual  is  able  to  sell  his/her  partnership  interest 
based  on  any  conditions  written  in  the  partnership  agree- 
ment. There  are  also  situations  such  as  at  death  or  when 
ceasing  to  be  a  resident  of  Canada  that  the  partnership 
interest  is  deemed  by  Revenue  Canada  to  be  disposed  of. 

When  a  partnership  interest  is  sold  or  deemed  to  be 
disposed  of,  there  is  a  possible  capital  gains  or  loss 
depending  upon  the  difference  between  its  market  value 
and  its  adjusted  cost  base  (ACB).  The  calculation  of  a 
partnership  interest's  ACB  is  shown  below: 

Add: 

•  the  actual  cost  incurred  to  acquire  the  partnership 
interest, 

•  the  capital  contributions  to  the  partnership, 

•  the  total  portion  of  partnership  income  (profit)  from  the 
date  of  joining  the  partnership. 

Less: 

•  the  partner's  withdrawal  from  the  partnership, 

•  the  share  of  any  partnership  losses  incurred  since  the 
person  became  a  partner. 

If  an  individual  sells  a  partnership  interest  and  a  capital 
gain  occurs,  it  is  taxable  like  any  other  form  of  capital 
gains.  Currently  this  capital  gain  qualifies  for  the  capital 
gains  exemption,  provided  that  the  partnership  interest  is 
qualified  farm  property.  Partners  are  limited  by  the 
$500,000  lifetime  capital  gains  deduction,  which  is 
currently  being  examined  by  the  federal  government. 
Qualified  professional  assistance  should  be  sought  in  this 
matter. 

Qualified  Farm  Property  -  For  a  partnership  interest  to  be 
qualified  farm  property,  the  following  rules  must  be  met: 

•  At  the  time  of  sale  or  transfer,  all  or  substantially  all  of 
the  property  owned  by  the  partnership  must  have 
been  used  in  a  qualifying  farm  business  (i.e.,  with 
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Taxation  of 
partnership 
interest 


active  involvement  of  the  partner,  or  a  spouse,  child  or 
parent  of  the  partner). 

•  Throughout  the  24  months  immediately  preceding  the 
sale  or  transfer,  more  than  50  per  cent  of  the 
partnership  must  have  been  involved  in  a  qualifying 
farm  business  (i.e.,  with  active  involvement  of  the 
partner,  or  a  spouse,  child  or  parent  of  the  partner). 

Although  specific  definitions  for  all  or  substantially  all 
has  not  been  provided.  Revenue  Canada  suggests  that 
this  requires  90  per  cent  of  the  assets  be  used  in  the 
business  of  farming  at  the  date  of  sale  or  transfer. 

Note:  Effective  for  1992  and  subsequent  taxation  years, 
the  rules  for  the  $500,000  exemption  were  amended  from 
property  that  was  used  by  to  property  that  has  been  used 
by.  This  change  may  allow  for  a  historical  use  test  for  a 
partnership  interest  to  qualify  for  the  exemption.  In  other 
words,  if  a  partnership  holds  assets  for  at  least  twenty-four 
months,  and  those  assets  have  been  used  by  the  partner, 
spouse,  or  parent  during  the  ownership  period,  these 
assets  may  qualify  for  determining  the  capital  gains 
exemption.  Revenue  Canada  has  not  clearly  indicated  their 
position  in  this  matter. 


Transfer  OF 

PARTNERSHIP 
INTEREST  TO 
FAMILY 


Partners  of  a  family  farm  partnership  who  decide  to 
transfer  some  or  all  of  their  partnership  interest  to  family 
members  during  their  lifetime,  are  able  to  choose  the  value 
at  which  the  transfer  is  made.  This  is  because  of  special 
provisions  for  tax  free  and  tax  deferred  transfers  within 
families.  These  special  provisions  are  discussed  briefly 
below. 


Rollover  of  Partnership  Interest  (tax  deferral) 

The  Income  Tax  Act  allows  family  partners  to  transfer 
their  partnership  interest  to  other  family  members  and 
defer  paying  the  tax.  This  can  be  done  by  transferring  the 
partnership  interest  at  less  than  its  fair  market  value.  The 
family  can  elect  to  defer  the  entire  tax  by  transferring  this 
interest  at  its  cost  base  or  to  defer  part  of  the  tax  by 
transferring  it  at  some  value  above  the  cost  base  but  less 
than  the  full  market  value. 
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This  tax  deferral  is  allowed  from  a  parent  to  a  child,  either 
during  life  or  after  death  through  a  will  if  the  following 
conditions  are  met. 

•  All  or  substantially  all  of  the  fair  market  value  of  the 
property  owned  by  the  partnership  was  attributable  to 
property  that  has  been  used  by: 

•  the  person, 

•  the  spouse,  child  or  parent  of  the  person,  or 

•  a  family  farm  partnership  of  any  of  the  individuals 
referred  to  above,  in  the  business  of  farming,  and 

•  One  of  the  individuals  referred  to  above  must  be 
actively  engaged  on  a  regular  and  continuous  basis  in 
the  business  of  farming. 

The  rules  of  the  rollover  are  very  similar  to  those  for  the 
$500,000  exemption,  except  there  is  no  twenty-four  month 
holding  period,  and  the  recipient  of  the  partnership 
interest  must  be  a  resident  of  Canada.  Essentially,  if  90 
per  cent  of  the  total  fair  market  value  of  the  partnership's 
assets  have  been  used  principally  (interpreted  to  mean 
more  than  50  per  cent)  in  the  business  of  farming  by  one  of 
the  qualified  users,  either  presently  or  through  a  historical 
test,  then  the  partnership  interest  may  qualify  for  the 
capital  gains  rollover  provision. 

There  was  also  a  recent  change  in  the  wording  of  the 
Income  Tax  Act.  The  Act  previously  required  that  the 
property  must  have  been  used  immediately  before  the 
transfer  in  the  business  of  farming.  The  current  definition 
now  only  requires  that  the  property  be  used  in  the 
business  of  farming  before  the  transfer,  (not  necessarily 
immediately  before).  Revenue  Canada  has  not  clearly 
stated  its  position  on  this  wording,  but  it  may  allow  for  a 
tax-deferred  transfer  of  partnership  interest  in  a  family 
farm  partnership,  based  on  historical  use. 

Partial  Rollover  of  Partnership  Interest  (partial  deferral) 

If  the  family  cannot  or  does  not  wish  to  gift  a  partnership 
interest  to  their  children,  they  can  choose  a  value 
somewhere  between  the  cost  base,  with  no  tax,  and  the  fair 
market  value,  with  full  tax.  In  this  way,  the  family  is  able 


to  roll  some  of  the  capital  gains  to  the  children  and  take 
some. 

Transfer  Using  Exemption  (tax  free) 

As  long  as  the  $500,000  exemption  remains  and  the 
parents  have  not  used  it  all,  they  will  also  be  able  to  avoid 
the  tax  on  partnership  interests  that  qualify. 

There  are  several  ways  to  transfer  a  partnership  interest 
from  a  parent  to  a  child. 

•  A  parent  gives  the  child  money,  which  the  child  uses  to 
buy  the  partnership  interest. 

•  The  child  provides  a  promissory  note  to  the  parent, 
which  is  returned  to  the  child  on  the  death  of  the 
parent  or  transferred  to  the  surviving  spouse.  The 
promissory  note  may  also  be  forgiven  on  the  death  of 
the  parent. 

•  A  series  of  payments  could  be  arranged  where  the  child 
pays  off  the  debt  to  the  parent(s).  The  payments  could 
also  be  made  to  non-farm  siblings,  if  required  by  the 
parents'  estate  plan. 

•  If  the  capital  gains  exemption  is  in  effect  at  the  time  of 
the  parents'  death,  the  executor  can  transfer  the 
partnership  interest  to  the  children  at  fair  market 
value.  By  not  applying  the  rollover,  the  children  will 
get  the  adjusted  cost  base  of  the  partnership  interest 
increased  to  the  fair  market  value. 

Transferring  a  Partnership  Interest  to  a  Spouse 

The  transfer  value  must  either  be  the  adjusted  cost  base  or 
the  fair  market  value  with  no  ability  to  elect  a  transfer 
price  between  them. 

While  it  is  not  necessary  to  provide  consideration  on 
spousal  transfers,  there  is  potential  for  capital  gains  on  the 
transferred  partnership  interest  being  attributed  to  the 
transferor.  To  avoid  this,  the  recipient  spouse  should 
provide  payment  with  interest  at  commercial  rates. 


Transferring  assets  into  a 
partnership 


Generally,  the  rule  with  regard  to  capital  property  is  that 
any  transaction  takes  place  at  fair  market  value.  The 
Income  Tax  Act,  however,  allows  partners  to  elect  an 
amount  less  than  fair  market  value  for  the  transfer  price 
when  transferring  assets  into  a  partnership.  This  rollover, 
in  effect,  is  a  deferral  of  income  tax  when  property  is 
transferred  to  a  partnership.  Note,  as  long  as  the  $500,000 
capital  gains  exemption  is  available,  this  rollover  may  not 
be  the  best  strategy  to  use. 

This  election  ensures  that  the  property  can  move  from  the 
partner  to  the  partnership  without  any  income  tax  arising 
at  the  time  of  transfer.  The  elected  amount  and  the  cost  for 
the  partnership  will  be  the  amount  of  the  proceeds 
received  by  the  partner.  An  election  may  not  be  made  for  a 
value  greater  than  the  fair  market  value  or  lower  than  the 
actual  consideration  received  by  the  partner  for  the 
property  (See  Appendix  1  for  an  example). 

To  use  this  election  provision,  certain  conditions  must  be 
met. 

•  The  partnership  must  be  a  Canadian  partnership  in 
which  all  of  the  members  are  residents  of  Canada  at 
the  time  of  the  transfer. 

•  The  partner  who  transfers  the  property  must  be  a 
member  of  the  partnership  immediately  after  the  date 
of  transfer.  This  member  may  be  an  individual  or  a 
corporation.  In  rare  circumstances,  it  may  also  be 
another  partnership. 

•  The  persons  who  are  partners  immediately  after  the 
transfer  must  jointly  elect  to  have  the  rollover  apply 
with  respect  to  the  property  being  transferred. 

•  The  deadline  date  for  filing  this  election  is  the  deadline 
date  for  the  filing  of  the  income  tax  return  of  any 
member  of  this  partnership  for  its  next  fiscal  year  end 
after  the  transaction  takes  place.  In  certain  situations 
elections  can  be  filed  late  with  payment  of  a  small 
penalty. 
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For  the  purpose  of  the  election,  property  has  a  very  broad 
meaning.  It  includes  all  types  of  capital  property  including 
all  depreciable  property.  It  also  includes  assets  such  as 
quotas,  inventory  and  accounts  receivable  transferred  by 
farmers  reporting  income  on  a  cash  basis. 

With  the  $500,000  exemption,  the  transfer  of  land  to  a 
partnership  will  be  structured  as  a  sale  at  fair  market 
value,  with  the  transferor  receiving  a  partnership  interest. 
This  transaction  will  result  in  a  loan  from  the  partnership 
to  the  original  owner  for  the  purchase  of  the  land.  In  this 
type  of  structured  sale,  interest  may  not  be  charged  on  this 
loan,  and  any  repayment  will  be  deemed  to  be  a  receipt  of 
principal.  In  addition,  a  capital  gains  reserve  can  be 
claimed  when  selling  capital  assets  to  the  partnership.  The 
maximum  reserve  to  a  partnership  is  five  years,  therefore 
completely  sheltering  a  capital  gain  of  $500,000  from  the 
alternative  minimum  tax  calculation. 


Principal  residence 


A  taxpayer's  principal  residence  is  a  housing  unit  owned 
by  the  taxpayer  which  he/she  ordinarily  inhabits  and 
which  is  designated  as  his/her  principal  residence  for  the 
taxation  year.  Included  is  the  land  on  which  the  housing 
unit  stands. 

It  is  important  to  note  that  if  a  principal  residence  is 
transferred  into  a  partnership  (i.e.,  the  partnership  owns 
the  land  and  the  farm  home  which  constitute  the  principal 
residence),  the  principal  residence  exemption  is  lost.  It 
may  be  possible  to  separate  the  house  and  a  parcel  of 
adjacent  land.  By  keeping  this  new  parcel  out  of  the 
partnership  it  will  remain  qualified  as  a  principal 
residence.  However,  this  involves  subdivision.  Depending 
on  municipal  regulations,  a  subdivision  of  the  principal 
residence  from  the  land  may  cause  the  re-classification  of 
the  parcel  from  farmland  to  an  acreage  for  tax  assessment. 
Also,  the  property  taxes  for  the  subdivided  parcel  would 
then  be  payable  by  the  individual  partner  instead  of  the 
partnership  and  the  deduction  on  the  house  as  a  business 
asset  may  be  lost. 

To  ensure  the  principal  residence  exemption  is 
maintained,  partners  can  keep  the  parcel  of  land  their 
farm  homes  are  situated  on  out  of  the  partnership  and 
lease  the  lands  to  the  partnership.  Each  partner  would  be 
able  to  do  this  and  still  maintain  the  exemption.  If, 
however,  two  or  more  partners  reside  on  one  quarter 
section  but  with  separate  residences,  as  is  common  in 
many  family  partnerships,  only  the  partner  who  legally 
owns  the  property  may  claim  the  exemption.  If  the  land  is 
owned  by  both  partners  as  co-owners,  a  principal  residence 
exemption  may  be  claimed  by  each  partner.  For  example,  if 
a  parent  and  child  both  maintain  separate  residences  on 
the  same  quarter,  they  must  own  the  property  jointly  to 
both  qualify  for  the  exemption. 


Investment  tax  credit 


Several  times  in  the  past  the  Income  Tax  Act  has  allowed 
taxpayers  (whether  an  individual,  a  corporation  or  a  trust) 
to  deduct  a  percentage  of  the  purchase  price  of  certain  new 
assets  from  the  federal  income  tax  payable.  This  deduction 
is  called  an  investment  tax  credit. 

In  a  farm  partnership,  any  investment  tax  credit  for  the 
year  is  divided  at  year  end  among  members  of  the 
partnership  in  accordance  with  each  member's  partnership 
interest.  The  capital  cost  of  each  asset  on  which  the  tax 
credit  is  taken  must  be  reduced  by  the  amount  claimed. 


Choosing  a  fiscal  year-end 


While  a  partnership  is  not  itself  subject  to  income  tax,  a 
partnership  must  still  set  a  fiscal  year-end.  Income  for  the 
partnership  is  determined  at  the  last  day  of  the  fiscal 
period  of  the  partnership. 

When  a  partnership  is  formed,  the  partners  may  set  their 
first  fiscal  period  end  at  any  date  within  1 2  months  of  the 
commencement  of  the  partnership.  Once  a  fiscal  year-end 
has  been  chosen,  it  must  be  followed  consistently  and  can 
be  changed  only  if  permission  is  granted  by  Revenue 
Canada. 

Each  partner  must  file  an  income  tax  return  based  on  the 
calendar  year.  The  income  reported  will  include  any 
partnership  income  from  a  fiscal  year  ending  within  that 
calendar  year.  The  following  diagram  may  help  to  explain 
this. 


January  1  January  1  January  1 

1993  1994  1995 


April  1  March  31 

1993  1994 

Income  "earned"  for  tax  purposes  in  1993 


The  income  all  earned  from  the  partnership  April  1, 1993 
to  March  31, 1994  is  declared  on  the  individual  partner's 
1994  tax  return  which  will  be  filed  before  April  1995. 
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Dissolving  a  partnership 


When  a  partnership  is  dissolved,  the  tax  consequences  are 
an  important  issue  facing  farmers,  particularly  with 
regard  to  the  assets  owned  by  the  partnership.  The  general 
rule  for  taxation  is  that  transactions  between  a 
partnership  and  its  members  take  place  at  the  fair  market 
value  of  the  property  involved.  Following  a  partnership 
dissolution,  if  the  assets  are  to  be  transferred  to  former 
partners,  this  rule  could  result  in  capital  gains  on  property 
even  though  no  money  has  changed  hands. 

The  Income  Tax  Act  has  created  provisions  so  that  in 
specified  circumstances,  all  or  part  of  the  gain  may  be 
deferred.  These  special  rules  may  apply  when: 

•  a  transfer  is  made  to  individual  partners, 

•  a  partnership  is  changed  into  a  limited  company, 

•  one  partner  continues  as  a  sole  proprietorship, 

•  a  new  partnership  is  formed. 

These  provisions  are  intended  to  permit  a  taxpayer  to 
change  the  way  property  is  held  (that  is,  through  a 
partnership,  corporation,  or  sole  proprietorship)  without  a 
tax  burden  at  the  time  of  transfer.  These  provisions  allow 
a  rollover  of  property  from  one  business  organization  to 
another  with  deferral  of  capital  gain  for  income  tax 
purposes.  The  rollover  only  postpones  tax  and  does  not 
eliminate  it. 


Transfer  TO 

INDIVIDUAL 
PARTNER 


If  the  partners  wish  to  dissolve  the  partnership,  it  may  be 
possible  to  use  provisions  in  the  Income  Tax  Act  to  get 
partnership  assets  into  individual  partners'  hands  without 
triggering  tax.  Such  a  rollout  of  assets  involves  two 
provisions. 

•  The  first  provision  allows  for  a  tax-deferral  rollover  of 
partnership  property  to  partners.  To  qualify  for  this 
rollover,  the  partnership  must: 

-  be  a  Canadian  partnership, 

-  each  partner  must  make  a  special  election  within  a 
required  time  period,  and 

-  the  partnership  must  have  ceased  to  exist. 
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A  final  test,  and  perhaps  the  most  important,  is  that 
all  of  the  partnership  property  must  be  distributed  to 
all  the  partners  in  such  a  way  that  each  person  has  an 
undivided  interest.  This  refers  to  the  fact  that  each 
asset  would  be  owned  jointly  by  the  former  partners  in 
the  same  proportions  as  their  partnership  interest. 

•  The  second  step  in  transferring  assets  out  of  the 
partnership  involves  buying  and  selling  each  person's 
interest  in  the  various  properties.  This  is  known  as 
the  replacement  property  provision  and  allows  the 
selling  of  one  business  asset  and  purchasing  a 
replacement  asset  without  triggering  an  immediate 
tax  burden.  It  appears  that  owning  an  undivided 
interest  in  a  business  asset  qualifies  under  this 
provision  and  allows  former  partners  to  sell  one 
interest  and  buy  another  without  triggering  tax.  The 
result  is  that  each  person  then  owns  specific  assets. 

If  the  partnership  interests  of  all  partners  are 
reasonably  equal  this  may  defer  most  of  the  tax.  If  one 
partner  however  has  a  very  large  portion,  it  is  unlikely 
that  the  tax  could  be  deferred. 


Changing  A 

PARTNERSHIP 
INTO  A 
COMPANY 


If  the  members  of  a  partnership  wish  to  incorporate  their 
business,  a  rule  exists  in  the  Income  Tax  Act  that  allows 
certain  types  of  partnership  property  to  be  transferred 
with  a  deferral  of  any  income  tax  that  might  otherwise 
arise.  This  rule  is  more  restrictive  than  the  rollover  rules, 
which  allows  property  to  be  transferred  into  a  partnership. 

It  is  normally  possible  to  designate  the  transfer  price  to  be 
any  amount  between  the  adjusted  cost  base  of  the  asset  in 
the  partnership  and  the  fair  market  value  of  the  property 
being  transferred  to  the  company. 

In  addition,  it  is  possible  to  sell  the  partnership  interest  to 
the  newly  formed  corporation  and  receive  a  shareholders 
loan  as  consideration.  This  strategy  allows  a  partner  to 
convert  equity  in  the  partnership  to  a  liability  owed  by  the 
company.  Assuming  the  $500,000  exemption  can  be 
applied  to  the  partnership  interest  sale,  the  net  tax 
liability  would  now  be  at  the  corporate  rate  of  19  per  cent 
with  no  tax  liability  to  the  individual.  Because  this 
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strategy  is  very  complex,  it  is  advisable  to  obtain 
professional  advice. 


One  partner 
continuing 

AS  A  SOLE 
PROPRIETOR 


Under  the  Income  Tax  Act,  when  a  partnership  breaks  up 
and  one  of  the  former  partners  takes  property  from  the 
partnership  and  carries  on  the  business  formerly  operated 
by  the  partnership,  a  special  rollover  may  also  be 
permitted.  However,  only  one  partner  is  allowed  this 
rollover;  the  other  partners  are  subject  to  tax  on  the 
capital  gains. 

A  common  example  may  be  a  parent-child  partnership  in 
which  the  parent  retires  and  the  child  continues  farming 
as  a  sole  proprietorship.  This  rule  applies  automatically 
without  the  necessity  of  any  special  election,  provided 
certain  criteria  are  met: 

•  it  must  have  been  a  Canadian  partnership 

•  within  three  months  of  the  discontinuance  of  the 
partnership,  the  sole  proprietor  who  formerly  belonged 
to  the  partnership  must  carry  on  the  partnership 
business.  It  is  not  necessary  that  all  the  property  of 
the  former  partnership  be  used  by  the  sole  proprietor 
in  carrying  on  the  business. 

When  a  partner  retires  and  the  partnership  dissolves,  care 
should  be  taken  to  ensure  that  all  the  conditions  are  met. 


A  NEW 
PARTNERSHIP 


When  one  partnership  ceases  business  and  a  new 
partnership  is  formed,  a  rollover  will  be  permitted  if  the 
members  of  the  new  partnership  were  also  members  of  the 
partnership  that  had  discontinued  its  business.  An 
example  of  this  would  be  when  three  people  are  partners 
and  one  person  decides  to  exit  from  the  partnership 
leaving  the  remaining  two  partners  to  carry  on  the  same 
business. 
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In  this  case,  the  partnership  will  be  deemed  to  continue 
and  use  of  this  rollover  rule  would  be  unnecessary.  In  most 
cases  it  is  advantageous  to  have  a  clause  in  the 
partnership  agreement  stating  the  partnership  does  not 
terminate  if  a  member  withdraws.  This  is  particularly 
important  in  the  case  of  death  because  the  remaining 
members  would  not  want  to  have  tax  owing  on  the  assets 
they  retain  in  the  farming  business. 


Interest  of  a  retired  or 
deceased  partner 


After  withdrawal  from  a  continuing  partnership,  the 
former  partner  may  retain  two  types  of  interest  in  the 
partnership:  a  residual  capital  interest  and  an  income 
interest. 


Residual 

CAPITAL 
INTEREST 


A  taxpayer  may  withdraw  from  a  partnership  but  retain  a 
right  to  receive  property  from  the  partnership  in 
satisfaction  of  their  partnership  interest.  This  is  termed  a 
residual  interest  and  is  deemed  an  interest  in  the 
partnership,  subject  to  the  additions  and  deductions  to  its 
adjusted  cost  base  provided  in  the  Income  Tax  Act. 

A  capital  gain  will  arise  when  the  adjusted  cost  base 
becomes  negative.  Although  the  residual  interest  is 
deemed  to  be  an  interest  in  a  partnership,  the  taxpayer  is 
deemed  not  to  be  a  member  of  the  partnership  except  for 
the  purposes  of  deducting  his  share  of  partnership  capital 
and  in  qualifjdng  for  certain  tax-free  rollovers. 

A  retired  partner  is  not  subject  to  capital  gains  tax  on  the 
disposition  of  a  partnership  interest  until  receiving 
proceeds  in  excess  of  the  adjusted  cost  base.  The 
partnership  interest  is  not  considered  to  have  been 
disposed  of  until  all  property  due  from  the  partnership  is 
received  in  satisfaction  of  the  partnership  interest.  The 
$500,000  capital  gains  exemption  and  the  rollover 
provisions  apply  to  this  capital  gain.  An  example  of  this  is 
presented  in  Appendix  2. 


Income 
interest 

(right  to  share 
profits) 


Income  interest  arises  when  the  partners  enter  into  an 
agreement  under  which  income  or  losses  of  the  partnership 
can  continue  be  allocated  to  a  retired  partner  or  their 
spouse,  estate  or  other  heirs,  or  other  persons  who  have 
acquired  the  retired  partner's  rights.  The  person  to  whom 
such  income  or  losses  are  allocated  will  be  treated  for  tax 
purposes  as  a  member  of  the  partnership.  A  right  to  a 
share  of  the  income  or  loss  of  the  partnership  is  deemed 
not  to  be  a  capital  property.  This  effectively  allows  a 
partnership  to  provide  a  pension  for  a  farmer's  spouse  or 
family.  An  example  of  this  is  given  in  Appendix  3. 
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The  family  and  tax  in  a 
partnership 


When  more  than  one  family  member  is  involved  in  a 
partnership  several  tax  aspects  should  be  considered. 


A  SPOUSE  AS  Any  remuneration  paid  to  an  employee  who  is  also  the 

AN  EMPLOYEE  spouse  of  a  partner  will  be  fully  deductible  to  the 

partnership  and  no  portion  of  the  income  will  be  allocated 

back  to  the  partner. 


A  problem  may  exist  in  proving  the  existence  of  a 
husband-wife  partnership  to  the  satisfaction  of  Revenue 
Canada.  To  ease  the  burden  of  proving  to  Revenue  Canada 
the  legitimacy  of  the  partnership  for  tax  purposes,  a  couple 
should  first  set  up  a  formal  written  partnership  agreement 
outlining  capital,  management  and  labor  contributed  by 
each.  Second,  they  should  maintain  separate  bank 
accounts  and  financial  records  and  establish  each  one's 
contribution.  Third,  they  should  file  separate  tax  returns 
even  if  the  business  experiences  a  loss. 

Other  major  elements  that  Revenue  Canada  will  look  for 
in  a  valid  husband  and  wife  partnership  are: 

•  active  participation  by  each  spouse  in  the  day-to-day 
activity; 

•  authority  for  both  spouses  to  act  for  the  partnership 
and  evidence  of  performance,  a  partnership  bank 
account,  purchases,  ordering,  record  keeping,  and 
borrowing; 

•  establishment  of  a  private  estate  by  each  partner 
including  periodic  withdrawals  by  each  spouse,  and 
payment  of  personal  expenses  by  each  spouse; 

•  accumulation  of  partnership  capital  by  each  spouse.  All 
profits  should  not  be  withdrawn  by  one  spouse  and,  if 
it  is  normal  practice  for  each  partner  to  own  assets 
used  by  the  partnership,  each  partner  should  do  so. 

By  investing  in  the  farm,  a  spouse  could  benefit  from  tax 
credits,  and  other  taxable  benefits  not  available  to 
employees.  If  partners  are  concerned  about  spouses 
controlling  partnership  assets,  they  should  rethink  their 
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Husband  AND 

WIFE  AS 
PARTNERS 


entire  agreement.  If  a  partnership  is  to  be  recognized,  it 
must  not  be  just  a  sham  estabhshed  for  income-sphtting. 


Consider,  too,  the  possible  effects  of  divorce.  The  courts, 
under  the  Alberta's  Matrimonial  Property  Act,  would 
consider  the  efforts  of  both  partners  when  splitting  assets 
in  this  type  of  situation. 


Minor  Complex  legal  and  tax  considerations  can  arise  when 

CHILDREN  AS  minor  children  become  partners.  A  farmer  who  is 

PAPTMFPQ  contemplating  such  a  partnership  is  advised  to  seek 

professional  advice  before  entering  into  this  kind  of 

agreement. 


CONCLUSION 


This  book  has  presented  many  of  the  general  concepts 
and  facts  about  setting  up  a  farm  business  partnership. 
It  has  not  tried  to  make  the  reader  an  expert  in  the  field, 
but  has  endeavored  to  prepare  them  to  more  competently 
approach  tax  and  legal  specialists  for  advice. 

The  decision  to  set  up  a  partnership  is  an  important  one, 
requiring  thought  and  planning.  It  is  unlikely  that  it  or 
any  business  arrangement  can  resolve  all  of  your 
problems  and  concerns.  If  a  partnership  appears  to 
provide  sufficient  benefits  with  minimal  risks,  then  it  is 
worth  continuing  on  to  seek  professional  advice. 

Sound  advice  before,  during  and  after  establishing  a 
partnership  will  be  required  to  ensure  a  good 
arrangement  is  developed  that  benefits  everyone 
involved. 


APPENDIXES 


Appendix  i 

Taxation  on  Assets  Transferred  into  a  Partnership 


The  following  example  illustrates  a  rollover  from 
individuals  to  a  partnership.  The  partners  have  provided 
the  following  tax  information: 

•  Both  partners  file  their  income  tax  returns  on  a  cash 
basis. 

•  The  undepreciated  capital  cost  of  their  depreciable 
assets  are: 

Partner  A  -  $160,000 
Partner  B  -  $  40,000 

•  They  are  not  presently  in  a  partnership. 

•  Both  partners  have  agreed  to  contribute  their  land, 
machinery,  buildings  and  inventory  for  an  interest  in 
the  partnership. 

By  electing  to  transfer  these  assets  in  the  following 
manner,  no  tax  liability  is  created  on  the  formation  of  the 
partnership. 

Land 

Transfer  land  at  the  adjusted  cost  base  value.  The  value  of 
partner  A's  property  on  December  31, 1971,  (V-Day  value) 
was  $50,000.  In  this  case,  V-Day  value  is  the  same  as  cost. 

Depreciable  Assets 

Transfer  depreciable  assets  at  their  undepreciated  capital 
cost  (UCC).  Partner  A  and  B's  assets  were  depreciated  to 
values  of  $160,000  and  $40,000  respectively.  After  the 
partnership  has  acquired  the  property  it  may  continue  to 
claim  capital  cost  allowance  as  both  partners  did  prior  to 
the  formation  of  the  partnership. 

Inventory 

Transfer  inventory  at  book  value,  which  is  nil  for  a  farm 
filing  on  the  cash  basis. 


Partnership 


Partner  A 


Partner  B 


Land 

Equipment 
Buildings 
Inventory 
Totals 


Cost 


UCC 


Market  Transfer 
value  price 


Cost  UCC 


Market  Transfer 
value  price 


50,000        -       295,000  50,000 

100,000     60,000     90,000  60,000 

125,000    100,000    135,000  100,000 
100,000 


60,000     40,000     50,000  40,000 


35,000 


275,000    160,000    620,000  210,000 


60,000     40,000     85,000  40,000 


The  above  election  result  in  the  land,  buildings,  equipment 
and  inventory  being  transferred  with  a  tax  deferral.  In 
return  both  partners  receive  an  interest  in  the  partnership 
based  on  their  capital  contributions. 


For  tax  purposes,  the  partnership  will  have  acquired  the 
assets  with  an  adjusted  cost  base  of  $210,000  (ACB  of 
Land  $50,000,  plus  UCC  of  depreciable  assets  $160,000) 
for  partner  A  and  $40,000  for  partner  B  (UCC  of 
depreciable  assets  is  $40,000). 

If  either  partner  decides  to  sell  their  partnership  interest 
for  a  value  greater  than  the  transfer  price  they  would 
realize  a  capital  gain  on  any  amount  received  over  this 
amount  (capital  gain  or  loss  =  sale  price  -  ACB). 

For  instance,  if  A  decided  to  sell  10%  of  his  partnership 
interest  at  fair  market  value.  This  transaction  would 
result  in  A  receiving  $62,000  and  incurring  a  capital  gain 
of  $41 ,000. 

Value  of  partnership  interest  $620,000  x  10%  =  $62,000 
A's  ACB  of  10%  interest  $210,000  x  10%  =  $21,000 


Capital  gain  incurred 


=  $41,000 


Appendix  2 

Taxable  Capital  Gain  on  Sale  of  Partnership  Interest 


When  a  partner  retires,  and  the  partnership  interest  is 
sold,  capital  gains  occur  on  any  amount  over  the  adjusted 
cost  base  of  their  partnership  interest. 

Consider  the  case  when  a  parent  retires  and  the 
partnership  continues  with  two  children.  The  fair  market 
value  of  the  parent's  partnership  interest  is  $600,000  and 
the  adjusted  cost  base  (ACB)  of  this  interest  is  $210,000. 
The  parent  may  receive  $210,000  of  capital  tax  free.  The 
remaining  $390,000  is  a  capital  gain  and  will  be  taxed  as 
such  when  received.  The  following  table  illustrates  this. 


Withdrawal 
of  capital 

Value  of 
partnership 
interest 

ACB  of 
partnership 
interest 

Capital 
gain 

Taxable 
capital 
gain 

At  retirement 

$  - 

$600,000 

$210,000 

$  - 

$  - 

One  year  later 

100,000 

500,000 

110,000 

Two  years  later 

100,000 

400,000 

10,000 

Three  years  later 

100,000 

300,000 

-90,000 

90,000 

67,500 

Four  years  later 

100,000 

200,000 

-190,000 

100,000 

75,000 

Five  years  later 

100,000 

100,000 

-290,000 

100,000 

75,000 

Six  years  later 

100,000 

0 

-390,000 

100,000 

75,000 

390,000 

292,500 

62 
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Return  on  Invested  Capital  at  3% 


When  a  parent  retires  and  the  partnership  agrees  to  pay  a 
profit  share  based  on  a  three  per  cent  return  to  their 
investment.  The  parent's  return  to  investment,  based  on 
the  example  in  Appendix  2,  would  be  as  shown  below. 


Value  of 
partnership 
interest 

Return  to 
invested 
capital* 

At  retirement 

$600,000 

One  year  later 

500,000 

$18,000 

Two  years  later 

400,000 

15,000 

Three  years  later 

300,000 

12,000 

Four  years  later 

200,000 

9,000 

Five  years  later 

100,000 

6,000 

Six  years  later 

0 

3,000 

*  Calculated  on  the  value  of  the  partnership  interest  from  the  previous 
year 


Appendix  4 

Some  of  the  Information  Required  when  Preparing  a 
Partnership  Agreement 


1.     Basic  information 

Date: 

This  partnership  agreement  dated  the  day  of_ 

AD.  19 


The  partners  names  and  addresses: 

 ,of 


,  Alberta 


(hereinafter  called  the  "First  Partner"),  etc. 

2.     Purpose  of  partnership 

 and  will  he 

partners  for  the  purpose  of  operating  a  farm  business,  and 
such  operations  to  include: 

a)  General: 

...all  phases  of  the  farming  business  carried  on  by  the 
farmers  of  this  locality; 

—  or  — 

b)  Specific: 

...a  farming  business  as  decided  upon  by  the  person  or 
persons  having  the  authority  to  make  management 
decisions. 


3.     Definition  of  terms 

Terms  such  as  the  following  shall  be  defined: 

"Partners" 
"Partnership" 
"Partnership  Interest" 
"Act"  ...the  Partnership  Act 


4.    The  legal  name  of  the  partnership,  the  property  on  which 
the  business  will  be  conducted  and  the  principal  address 
of  the  business 

a)  Firm  name: 

The  partnership  business  shall  he  carried  on  under  the 
firm  name  of  ; 

b)  Property: 

on  the  property  legally  described  as: 


consisting  of  acres  I  hectares 

c)  Principal  address: 

The  principle  place  of  business  of  the  partnership  shall 
he  ,  in  the  Province  of  Alberta. 


5.    Start  date  and  the  duration  of  the  partnership 

a)  Start  date: 

The  effective  date  of  the  partnership  shall  he  the 
 day  of  ,  19  . 

b)  Duration: 

Specific  number  of  years: 

agrees  to  carry  on  the  business  from  ,  19  to 

 ,  19_. 

—  or  — 

until  terminated  as  described  in  a  later  clause: 
until  such  time  as  the  partnership  is  terminated  in 
the  manner  provider  in  clause  . 

—  or  — 

for  the  period  of  the  joint  lives  of  the  partners. 

—  or  - 

Combination  of  the  above: 

for  the  joint  lives  of  the  partners  unless  earlier 

terminated  in  the  manner  provide  in  clause  . 
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Dissolving  the  partnership 

(Because  the  Partnership  Act  of  Alberta  provides  for 
automatic  dissolution  of  the  partnership  under  certain 
circumstances,  it  is  important  to  specify  under  what 
condition  the  partnership  will  be  dissolved.) 

The  partnership  shall  (or  shall  not)  be  dissolved  on  the 
happening  of  the  following  events: 

a)  death  of  a  partner; 

b)  insanity  of  a  partner; 

c)  bankruptcy  of  a  partner; 

d)  legal  or  physical  disability  or  incapacity  of  a  partner; 

e)  withdrawal  of  any  partner  from  the  partnership; 

f)  introduction  of  a  new  partner  of  partners; 

g)  retirement  of  a  partner. 

Consideration  must  be  given  to  allow  the  remaining 
partners,  when  one  leaves  for  any  reason,  to  have  the 
authority  to  continue  the  business  until  the  total  transfer 
is  made. 


Capital  contributions  of  each  partner 

Each  of  the  partners  agrees  that  as  of  the  date  of  this 
agreement,  each  shall  have  contributed  land,  machinery, 
livestock,  grain  and  feed  supplies  and  other  assets  (referred 
to  as  ''the  assets")  in  the  amounts  and  for  the  values  as 
noted  on  Schedule  "X". 


Ownership  of  the  assets 

When  assets  which  are  used  by  the  partnership  but  legally 
owned  in  the  name  of  a  partner  or  jointly  by  partners  it 
must  be  stated  that  the  partners  are  acting  as  legal 
trustees  for  the  benefit  of  the  partnership.  Both  the 
partners  and  the  partnership  will  be  given  the  right  to 
register  charges  against  the  titles.  At  the  same  time  the 
agreement  must  indicate  that  the  partnership  has  an 
interest  in  the  assets  (e.g.,  land  leased  to  a  partnership 
with  the  lease  registered  on  the  title). 


9.     Remuneration  for  property 

If  any  partner  is  to  receive  any  direct  remuneration  for 
property  they  legally  own  and  which  is  used  by  the 
partnership,  this  may  be  stated  in  the  agreement  or  in  a 
separate  rental  or  lease  agreement. 

Any  asset  not  specified  in  Schedule  "X"  may  be  rented  or 
leased  to  the  partnership  upon  such  terms  as  they  agree 
upon.  If  there  is  no  agreement  it  may  be  stated  in  the 
agreement  that  the  partnership  will  enjoy  the  use  of  the 
asset  and  in  return  the  owner  will  share  in  the  profits  of 
the  partnership  as  specified  in  the  agreement. 

10.    Contribution  of  time 

Time  contributed  to  the  business  by  the  individual 
partners  along  with  vacation,  etc.  should  be  specified. 

Allocation  of  time: 

Each  partner  shall  devote  his  I  her  whole  time  and 
attention  to  the  business  of  the  partnership  and  shall  he 
allowed  days  of  vacation. 

-  or  - 

Each  partner  will  have  per  cent  of  time  or  

hours  specified  towards  the  operation. 

Compensation: 

If  any  form  of  compensation  is  to  be  paid  to  individuals 
for  labor  this  should  be  clearly  specified  in  the 
agreement. 

Combination  of  time  and  compensation: 

Equal  work  is  specified  with  a  clause  that  will 
remunerate  a  partner  for  any  time  over  the  equal 
amount  of  the  others. 


Division  of  profits  and  losses 

Equal: 

The  net  profits  \)fthe  partnership  shall  be  divided 
among  the  partners  equally  and  they  shall  also  bear  all 
losses  including  loss  of  capital  in  this  manner  unless 
altered  by  unanimous  consent  of  all  partners. 

-or- 

Specified: 

The  profits  and  losses  will  be  divided  among  the 
partners  in  accordance  with  their  partnership  interests. 

-  or  - 

Each  partner  will  be  allocated  a  share  of  the  profit: 

interest  at  per  cent  on  their  share  of  partnership 

capital;  plus, 

$  for  contribution  of  management;  plus, 

$  for  contribution  of  labor;  plus, 

division  of  subsequent  profits  based  on  partnership  interest. 

Documentation  about  any  interest  to  be  paid  to  partners 
on  their  capital  contributions. 

Each  of  the  partners  shall  be  entitled  to  interest  at  the  rate 

of  per  cent  per  annum  on  the  amount  of  his  I  her 

share  of  the  partnership  capital,  such  interest  to  be 
credited  each  year  before  the  profits  of  the  partnership 
are  calculated. 


13. 


Cash  withdrawals 

State  the  percentage  amount  per  partner  to  be  withdrawn 
at  a  specified  time. 

Specify  that  capital  contributions  can  only  be  withdrawn 
upon  dissolution. 


Specify  whether  any  overpayment  throughout  the  year  in 
account  of  a  partners  profit  share  must: 

-  be  repaid  immediately 

-  be  held  as  a  loan  with  or  without  a  specified  interest 
rate 

-  reduce  the  partners  capital  account 


Making  management  decisions 

Majority  vote  of  partners  will  delegate  control  of  specific 
aspects  of  the  business  to  specific  persons. 


Same  as  above  but  with  a  number  of  votes  specified  per 
partner. 

-  or  - 

Unanimous  agreement  of  the  partners. 

-  or  - 

Some  combination  of  the  above. 

-  In  this  situation  specific  types  of  decisions  will  be 
handled  in  a  specified  manner  (e.g.,  capital 
expenditures). 

Fiscal  year  will  be  stated 

The  fiscal  year  of  the  partnership  will  terminate  on 

 or  such  date  as  the  partners  may  from  time  to 

time  determine. 


-  or  - 
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1 5.    The  limitation  of  powers  of  any  or  all  partners 

Without  written  consent  of  the  partners,  no  partner  shall: 

a)  make  an  assignment  of  property  for  the  benefit  of 
creditors; 

b)  contract  to  sell  or  lease  the  property  of  the  partnership; 

c)  submit  a  partnership  claim  or  liability  to  arbitration; 

d)  confess  a  judgment  against  the  partnership  or  any 
partner; 

e)  act  so  that  it  is  impossible  to  carry  on  ordinary  business; 

f)  admit  a  new  member; 

g)  act  as  a  guarantor  for  any  obligation  in  the  partnership 
name; 

h)  borrow  or  lend  money  on  behalf  of  the  partnership; 

i)  compromise  any  claim  due  the  partnership; 
j)  hire  or  dismiss  any  employee; 

k)  incur  expenses  for  the  partnership  in  the  excess  of 
$  . 


1 6.    Specify  the  accounting  method  for  profit  and  loss  and 
income  tax  purposes  and  who  will  maintain  the  books. 

Name  an  individual  or  individuals  and  the  information 
that  they  are  to  keep  and  have  prepared. 

Specify  the  accounting  firm  or  person  who  will  prepare  the 
statements. 

Indicate  when  individual  partners  can  have  access  to  the 
books. 

Indicate  if  an  annual  meeting  is  to  be  held  and  whether 
the  partners  will  be  expected  to  sign  the  financial 
statements. 

t 
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1 7.    Banks  and  bank  accounts 

Specify  which  bank(s)  will  be  used  and  who  has  access  to 
bank  accounts. 

Name  the  bank(s). 

Number  and  type  of  accounts. 

Specify  the  person(s)  who  are  required  to  sign  cheques  and 
make  withdrawals. 


18.    Adding  new  partners 

If  there  is  no  clause  about  the  admission  of  new  partners, 
unanimous  consent  of  existing  partners  is  required.  A 
clause  is  required  stating  new  partners  may  be  admitted 
by: 

a  majority  decision 
-  or  - 

a  specified  percentage  of  the  votes  cast. 


1 9.    Distribution  of  assets  when  the  partnership  is  dissolved 

Generally  this  will  be  determined  in  accordance  with  each 
partner's  capital  account  and  the  value  of  each  partner's 
partnership  interest. 

It  may  be  reasonable  to  have  all  assets  that  have  been 
acquired  by  the  partnership  sold  at  public  auction  and  the 
proceeds  distributed  according  to  their  prospective 
partnership  interest. 

If  there  is  to  be  any  other  specific  amounts  allocated  to 
individuals  this  must  be  specified. 
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20.  Withdrawal  of  partner  -  business  continues 

Provision  for  one  partner  to  withdraw  for  any  reason  and 
the  remaining  partner(s)  to  continue  in  business. 

a)  The  continuing  partners  may  continue  in  a  new 
partnership. 

b)  If  only  one  partner  remains  then  the  withdrawing 
partners  interest  will  be  sold  to  a  new  person  who  will 
be  admitted  as  a  partner. 

c)  If  only  one  partner  remains  then  he/she  is  entitled  to 
continue  farming  as  a  sole  proprietorship. 

21 .  Voluntary  withdrawal  of  partner  -  disposal  of  their  assets 

Specify  the  number  of  months  notice  a  partner  must  give 
when  voluntarily  withdrawing. 

Specify  that  the  withdrawing  partner  must  sell  his/her 
partnership  interests  to: 

a)  the  remaining  partner(s)  under  specified  terms  of 
percent  share,  time  and  price; 

-  or  - 

b)  a  newly  admitted  partner 

Specify  that  the  continuing  partners  will  indemnify  the 
withdrawing  partner  or  his/her  personal  representatives 
from  all  existing  and  future  debts  of  the  partnership. 

Specify  the  continuing  partners  shall  secure  the  payment 
of  any  purchase  and  interest. 


22.     Death  of  a  partner 

A  partner  who  dies  during  this  partnership  agreement 
shall  be  deemed  to  have  withdrawn  effective  the  date  of 
their  death,  but  such  withdrawal  shall  not  dissolve  the 
partnership. 


23.    Arbitrating  disputes  between  or  among  partners 


This  assumes  that  an  issue  or  problem  arises  that  can  only 
be  decided  by  mutual  agreement  of  all  partners. 

Using  the  Arbitration  Act  of  Alberta: 

Where  the  partners  cannot  agree,  the  issue  shall  be 
decided  by  one  arbitrator  as  per  the  act  on  request  of 
any  one  partner. 

—  or  — 

Any  specified  method: 

One  method  is  binding  arbitration.  In  this  situation 
each  partner  shall  appoint  one  person  and  they  in  turn 
shall  appoint  a  third.  These  arbitrators  shall  settle  the 
problem  and  the  results  shall  be  binding  upon  all 
parties. 


24.    Other  provisions 

There  are  many  other  provisions  which  may  be  added 
depending  upon  the  nature  of  the  partnership  and  the 
partners. 

-  provision  for  insurance  of  partnership  assets. 

—  provision  for  expulsion  of  a  partner. 
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